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! STUDY __ OF APPROVED FEDERAL I NCOME __ TAX __ ~V~=T=H=O~D~S 
OF SPRR~DING CURRENT INCO~m TO PAST AND FUTURE YEARS 
I. Introduction 
A. Desirability of Income Spreading 
During the debate in Congress prior to the passage 
of the 1954 Internal Revenue Act, Mr. J. S. Seidman, chairman 
of the American Institute of Accountants' Special Committee 
on Accounting Principles for Income Tax Purposes, appeared 
before the House Ways and Means Committee. During the course 
of h is testimony he urged that Congress pass legislation which 
would authorize t h e averaging of taxable income over a seven-
year period so as to prevent the imposition of high tax rates 
* on unusually large income of a single year. Although the 1954 
Code as finally promulgated does not contain a provision of 
the type recommended by Mr. Seidman, its authors have obvious-
ly been aware of the fact that the basi C feature of our Fede-
ral income tax structure is its system of progressive tax 
rates. This system has been frequently justified on the theory 
that those with the greatest ability to pay, i.e., those in 
the upper-income brackets, should pay t h e greatest taxes. 'ihile 
the theory is sound from an economic point of view, its indis-
criminate application may sometimes work serious hardships on 
certain classes of taxpayers, and it was this situation wh ich 
* :?6' _p. 1 • . 
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Mr. Seidman's proposals sought to remedy. 
Even prior to the 1954 Revenue Act Congress had al-
ready passed much legislation designed to prevent the imposi-
tion of high surtax rates on certain special types of income. 
The most important example is the legislation relating to that 
class of income designated "long-term capital gain", the maxi-
mum tax upon which cannot exceed twenty-five per-cent for the 
year 1954. Aside from capital gains, however, there are certain 
cases where a taxpayer receives ordinary income under circum-
stances which would make payment of the tax computed in the 
regular way either very difficult or quite inequitable. Pay-
ment would be difficult, for instance, in those many cases 
where property is sold at a substantial profit, yet the sales 
price is not to be collected in the current taxable year·. 
Where is the seller going to get the cash with which to pay 
the tax on the profit derived from the sale? In other cases 
the taxpayer might have the cash available , but computation 
of the tax in the regular way would be unfair to him. The 
best example of this is the receipt by a taxpayer in a lump 
sum of compensation for past services rendered over a long 
period of time. Should not some attempt be made to prevent the 
bunching of income in the year of receipt and to relate the 
income to the period over which it was earned, even though the 
recipient is on the cash basis? In the first case, that of the 
installment sale, income should be deferred to future periods 
6 
pending receipt of the cash proceeds of the sale. In the 
second case, the computation of the tax due on the long-
term compensation should involve spreading back the income 
to the period when it was being earned. 
B. Provisions for Income-Spreading in ~ Code 
The two previous illustrations demonstrate the 
reasons why our Federal income tax laws provide in a number 
of different situations that income received or realized in 
one taxable year is not necessarily to be taxed in its enti-
rety as income of that year at that year's rates. Rather it 
may be taxed as income realized in past years or as income 
to be realized in future years at the rates in effect in 
those past or future years. I n addition to income from long-
term compensation for an employment (I.R.C. Sec. 1301) and 
income from the gain on installment sales by dealers or the 
gain on installment sale of real property or the casual sale 
of personal property (I.R.C. Sec. 453), the Code also pro-
vides for the spreading of income to past or future periods 
ih t he following cases: 
1. Certain income realized from artistic work 
or inventions (Sec. 1302) 
2. Receipt of back pay, under prescribed condi-
tions (Sec. 1304) 
3. Receipt in a lump sum of the proceeds of an 
annuity, endowment, or life insurance policy 
7 
paid for reasons other than the death of 
the insured (Sec. 72e) 
4. Increases in taxable income of more than 
$3,000 resulting from a voluntary or invo-
luntary change in the method of accounting 
(Sec. 481) 
5. Gain on the sale of real property or casu-
al sale of personal property reportable by 
deferred-payment method (Sec. 453) 
The above provisions are in addition to Sections 
451 and 452 of the 1954 Code, which authorize accrual-basis 
taxpayers to report over the period when it is earned income 
received in advance of services rendered or goods furnished 
or the use of property (except that the period of proration 
may not ordinarily exceed six years). Under previous law such 
income had to be reported in total by all taxpayers in the 
year when received, and it must still be so reported by cash-
basis taxpayers. The new provisions merely sanction what ac-
countants have always done when the books are kept on the ac-
crual basis, i.e., to defer the realization of income collec-
ted in advance to the period when it has been earned. Since 
the foregoing provisions are in no way peculiar to tax account-
ing and since the prineiple upon which they are based is fam:t-
liar to all with a basic knowledge of accounting, they will 
not be further considered • . Moreover recent news reports indi-
8 
cate that Congress intends to repeal these provisions. 
C. Objective and Scope of Thesis 
The purpose of this thesis is to consider in de-
tail approved federal income tax methods of income-spreading 
and to inquire into the advantages and the pitfalls inherent 
in the use of such methods. Included in the purview of this 
study are such matters as technical requirements for income-
spreading, court interpretations of the Code and the Regula-
tions, accounting records and information needed for income-
spreading purposes, and special tax problems and computations 
which arise when income is deferred to past and future years. 
9 
II. Tax Relief for Long-Term Compensation 
A. Compensation for Employment of Thirty-Six Months 
.2!: More 
1. Need for Relief 
Certain classes of taxpayers, especially profes-
sional people and artists and writers, often work for long 
periods of time before receiving compensation for their ser-
vices. For instance, a lawyer or an accountant serving as 
executor of an estate might work for three or four years 
before the probate court gave him his release and allowed 
his fee. If he received $15,000 fee in 1954 for the services 
rendered during the past four years and if he already had 
taxable net income of $30,000 before the additional fee, t?e 
receipt of the $15,000 would boost him from a 62% top tax 
bracket to the 72% bracket. This situation would be inequi-
table since another person performing the same services 
might have received his compensation proportionately in each 
of the years when he rendered the services and i'Tould there-
fore never have been subject to more than a 65% rate. For 
many years exactly such an unfair situation prevailed, al-
though the inequity then was not so great as it would be now, 
since tax rates were much lower and the gradations in rates 
were considerably less steep than they have been since the 
second World War. 
10 
2. History of Relief Measure 
It was the Internal Revenue Act of 1939 which 
first attempted to alleviate the hardship previously im-
posed on "long-term compensation". How·ever, the conditions 
which had to be met in order for the taxpayer to qualify 
for relief m1der this new section of the Code were quite 
severe. Witness the following, abstracted from Section 220(b) 
of the 1939 Act: 
1. The compensation must have been received for 
personal services rendered by an individual 
in his personal capacity, or as a partner, 
and covering a period of five calendar years 
or more from beginning to completion of the 
services. 
2. No less than ninety-five per-cent of the com-
pensation for such services was paid only on 
completion of the services. 
The above rules applied to taxable income received in taxable 
years beginning after December 31, 1938. The provision that 
all the services had to be rendered before any more than five 
per-cent of the compensation could be received proved a stum-
bling block to many who otherwise would have been entitled to 
relief. Also, the requirement that the services extend over 
at least a five-year period eliminated many taxpayers who 
11 
rendered services over a three or four year period before 
being paid. Consequently, in order to make Section 107# more 
widely applicable and beneficial, Congress amended this sec-
tion in 1942 to reduce the period from beginning to comple-
tion of services from sixty to thirty-six months and to pro-
vide that at least 80% (rather than 95%) of the total compen-
sation for services be received or accrued in the taxable 
year in order for a taxpayer to qualify for relief. As the 
law now read, the services need not be completed before the 
compensation was received. However, for the calendar year 
1941 and for fiscal years beginning in that year, the manda-
tory period from beginning to completion of personal servi-
ces was sixty, not thirty-six months, and the specified per-
centage of compensation received or accrued was 75% in lieu 
of 80%. 
The 1942 Revenue Act also extended relief under 
Section 107 to writers, artists, and inventors receiving ordi-
nary income from a particular artistic work or invention, or 
from a patent or copyright representing such work, if the fol-
lowing conditions were met: 
1. The work covered a period of at least thirty-
six months from beginning to end. 
2. The income received in the taxable year in re-
spect of the above was at least eighty per- .; 
. # Section 1301 in the Internal Revenue Code of 1954 
12 
cent of the gross income therefrom in the 
taxable year, in the previous taxable years, 
and in the twelve months immediately follow-
ing the close of the taxable year. 
3. Method of Computing Tax Liabiliti under Section 1301 
For a qualified taxpayer receiving compensation for 
a long-term employment, the relief works in the following way. 
He takes the amount received for services and allocates it 
back over the period from the beginning of the services to the 
13 
date the compensation was received or accrued. He then computes 
his tax for the current year including in his income that por-
tion of the fee attributable to the present year~ The next 
step is a recomputation of prior years' taxes, necessitated 
by the fact that past years' taxable income has been increased 
by the spread-back of the fee received this year. The differ-
ence between the recomputed taxes and the tax already paid, 
plus the tax on the current year.'.s income, constitutes the ac-
tual tax liability of the current year. Of course, if by some 
chance the tax as figured above is greater than the tax deter-
mined by including the entire fee in current year's income, 
the taxpayer may and will choose to pay the tax computed with-
out reference to Section 1301. # 
# Reg. 118, # 39.107-l(f) 
4. Period over which Long::.iTerm Compensation :May Be Spread 
The allocation to past years of long-term compen-
sation is a rather technical matter. The amount allocable to 
each year is determined by multiplying the total compensation 
by a fraction, the denominator of which is the total number 
of months from the beginning of the work to the date of pay-
ment or accrual, and the numerator of which is the number of 
months in the particular year which fall within the allocable 
period. # Thus, if personal services were rendered over a pe-
riod from March 1, 1951 to August 31, 1954 and if the total 
compensation of $10,000 were received on July 5, 1953, the 
$10,000 fee would be spread over the twenty-eight months from 
March 1, 1951 to July 1, 1953, and not over the forty-two 
months \'lhen the work was actually being done, since the date 
of payment or accrual governs proration when that date pre-
cedes the end of the services. It should be noted that a tax-
payer performing long-term services and receiving compensa-
tion during the first year of services derives no benefit 
from Section 1301, because the allocation of fees is to the 
period preceding the date of receipt or accrual, and not to 
the period subsequent to that date. By way of illustration, 
if one in 1953 undertakes a taslr which vrill require at least 
three years to perform and in the same year receives his to-
tal remuneration, he must, if on the cash basis, report the 
# Reg. 118, Sec. 39.107-l(g) 
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entire amount received as 1953 income and may not allocate 
any part of the receipts to 1954 and 1955. It is also to the 
point to observe that if the above taxpayer received twenty-
five per-cent of his fee in 1953 and the remainder in 1955, 
he would be barred from relief under Section 1301 as to the 
part received in 1955, inasmuch as the amount received in 
that taxable year was less than the eighty per-cent of total 
compensation which is required by statute. 
The period over which the long-term compensation 
for an employment is allocated may be considerably more or 
less than thirty-six months. For example, if a nurse commenced 
personal services on February 1, 1946 and remained on that 
job until March 3, 1951, receiving ninety per-cent of her to-
tal compensation therefor on April 5, 1951, the amount re-
ceived would be spread back over a period of sixty-one months, 
from the date she began the work until March 3, 1951, the date 
of completion, since that date was prior to the date she re-
ceived the money and therefore becomes the governing date·. The 
rule in the case of fees for personal services is considerably 
different in this respect from that for income from artistic 
work. Such income as royalties on books and musical composi-
tions may never be spread back more than thirty-six months, 
although according to Section 1302 of the 1954 tax code revi-
sion, royalty income from an invention may be spread back 
over a possible sixty-month period if the time spent in per-
15 
fecting the invention was of that long a duration, and pro-
vided, of course, that the eighty per-cent rule has been com-
plied with. 
On the other hand, even though the period from be-
ginning to completion of an employment was at least thirty-
six months, the spread-back period may be c~nsiderably less 
in cases where the compensation is received before the termi-
nation of the services. A lawyer, for example, began work on 
a case on July 10, 1950 and did not complete the work ~~til 
November 8, 1953, some forty months later. However, he re-
ceived ten per-cent of h i s fee on December l, 1950, eighty 
per-cent of his fee on March l, 1952, and the remaining ten 
per-cent on November 10, 1953. The only part of the fee qua-
lifying for relief would be the eighty per-cent received in 
1952, and that amount would be allocated over the period from 
July 10, 1950 to March l, 1952, a period of only twenty 
months. This illustration points up the fact that taxpayers 
doing long-term work, such as lawyers, executors and trustees, 
receivers of insolvent corporations, and negotiators, may 
sometimes find it advisable tax-wise to postpone or defer re-
ceipt of their fees until their services are almost finished. 
There has not yet been a ruling that fees must be collected 
as quickly as possible. 
In the above case, if i11stead of receiving eighty 
per-cent of his fee on March 1, 1952, the taxpayer had re-
16 
ceived forty per-cent on Harch 1, 1952 and forty per-cent 
on October 1, 1952, he would have allocated the forty per-
cent collected on March 1 over the twenty months from July 
10, 1950 to March 1, 1952 and the forty per-cent collected 
on October 1 over the twenty-seven months from July 1, 1950 
to October 1, 1952~# 
5. S~ecial Rulings and Decisions on Section 1301 Provisions 
The chief requirements of the section of the Code 
dealing with personal services and those which have caused 
the most litigation are the following: 
1. The compensation must be solely for an em-
ployment involving personal services. 
2. At least thirty-six months must elapse be-
tween the period ·when the services began 
and when they ended, although the taxpayer 
may have been engaged in other work also 
during this interval. 
3. The compensation received or accrued in 
the taxable year must be at least eighty 
per-cent of t he total compensation for the 
employment. 
Part a- Nature of Personal Services and Employment 
Several cases have arisen in which the taxpayer 
----------~~~-
# Reg. 118, # 39.107-l(g) Example 4 
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claimed Section 1301 relief and a court denied his claim, on 
the grounds that what he received was not purely compensation 
for personal services. For instance, a taxpayer as s igned his 
patent rights to a corporation organized by him in 1926 and · 
received stock in exchange therefor. In 1940, after much liti-
gation, the corporation recovered and distributed nearly four 
million dollars. It was held that the amount so distributed 
was taxable dividend income and could not be considered com-
pensation for personal services, since they had already been 
:J, ' 
paid for in 1926 by the issuance of stock. ff In another case 
the taxpayers were general partners in a partnership which 
acquired land, subdivided it, built homes, and sold houses 
and lots. The court decreed that the partnership profits did 
not represent payments solely for personal services, even 
though the partners contributed only services and no capital. ·## 
In still another case, a successor partnership purchased from 
a predecessor partnership an account receivable arising out 
of long-term services. The amount realized on that claim was 
not compensation for personal services but rather the pro-
ceeds of a purchased receivable;·### Similarly, payments \'lhich 
are actually rent or interest cannot qualify for income-
spreading relief. 
Section 1301 of the 1954 Revenue Code uses the ex-
# Steckel v. Com., 46-1 USTC #9213, 154 Fed(2d) 4. 
## ,Doyle J. Dixon, 16 TC 1016, CCH Dec. 18,269 ._ 
'### L. Sovik et al. v. Shaughnessy, 51-2 USTC #9472, 191 
Fed.(2d) 895. 
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pression "compensation for an employment" in place of the am-
biguous phrase "compensation for personal services". The Code 
is careful to define an"employment" as an arrangement or se-
ries of arrangements for the performance of personal services 
by an individual or a partnership to effect a particular re-
sult, regardless of the number of sources from which compen-
.. //. 
sation for such services is received.~ The intent of this de-
finition is to prevent those who perform a series of unrela-
ted services for the same person over a long period of time 
from claiming Section 1301 relief. The tendency has been to 
lump together services of varying natures performed for the 
same person so as to meet the thirty-six months requirement. 
The new law eliminates this possibility by requiring that the 
services relate to a single project or goal. This slight 
change in the wording of the law may make future relief un-
der Section 1301 more difficult to obtain. 
Part b - Availability of Relief to Business Partners and 
Spouses 
Related to the question of the nature of the work 
-
is the identity of the person doing the work. If a partner-
ship in the business of rendering personal services meets 
the thirty-six months, eighty per-cent rule as to a particu-
lar fee, may a partner who performed no part of the services, 
# IRC, Sec. 130l(b) 
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who perhaps even joined the firm after the work had begun -
may such a partner claim Section 1301 relief for a propor-
tionate part of his income from the partnership? According to 
one leading case decided under the 1939 Code,# such relief was 
permissible, the theory being that the Statute looks to the 
status of the income recipient in the year of receipt, not to 
his status in prior years nor to the identity of the person 
who performed t he services. However, this court decision has 
been superseded by Section 130l(c) of the 1954 Code. The law 
now in effect for partnership income received or accrued af-
ter March 1, 1954 is that a partner can spread back his share 
of such income only if he has been a member or employee for 
at least thirty-six months. Moreover, a partner may never 
spread any income over a period previous to the time he be-
came a member or employee. If the period from the beginning 
of the partnership employment to the date of receipt or ac-
crual of at least eighty per-cent of the compensation is less 
than thirty-six months, a partner to qualify for relief must 
have been a member or employee continuously for the period of 
employment. In all such cases it is immaterial to the right 
20 
of a partner to spread back his share of the long-term partner-
ship income that the partner himself contributed nothing to 
the earning of the long-term compensation. The new law seems 
more consonant with the basic objective of Section 1301 than 
# Com. v. E. Vl. Marshall, 51-1 USTC #9127, 185 F.2d 674-. 
was the prior court decision. 
A different situation occurs when one person is en-
gaged in performing long-term services and a second person 
joins him after the work has been started, and the two form 
either a partnership or a joint venture. May the second per-
son, for purposes of meeting the thirty-six month rule, add 
on to the time which he actually devoted to the services the 
time which the first man contributed prior to the formation 
of the venture? The Tax Court has ruled in the negative, de-
claring that members of a partnership may not prorate long-
term compensation over a period preceding the date of the 
partnership.# 
It was inevitable that the question should arise 
concerning the right of a taxpayer receiving long-term com-
pensation in a year when he elects to file a joint return to 
allocate to his wife one-half of such income as was earned 
during years when either he did not file a joint return or 
during years prior to 1948 when joint returns were not legal-
ly authorized. It was the judgment of the court in the case 
of Hofferbert v. Marshall (53-1 USTC #9151) that the applica-
tion of Section 107 of the 1939 Code was governed by the law 
of the year of receipt rather. than the law in force when the 
compensation was being earned. ## Accordingly, if a taxpayer 
# ,Rubert VanHook v. u.s., 53-1 USTC #9389, 204 Fed. (2d)25. 
#H To the same effect: Benjamin Mahler, CCH Dec. 20,550 
Leon R. Jillson, CCH Dec. 20,552. 
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prior to March 1, 1954 received long-term compensation in a 
year when he and his wife filed a joint return, he first al-
located one-half of the Section 107 income to his wife and 
then each prorated his or her half over the years during 
which the income was earned. Consequently, if the spouse had 
filed a separate return in one or more past years, she deter-
mined the difference between the tax liability including and 
excluding her pro-rata share of the long-term compensation, 
her husband did the same with his prior years' tax returns, 
and the sum total of the differences added to the tax liabi-
lity of the current year figured on a joint basis and inclu-
ding the current year's aliquot part of the compensation was 
the total tax due for the present year. However, if in past 
years the taxpayer and his spouse had filed joint returns, 
they were not and still not are allowed to allocate long-term 
compensation to past years on the basis of separate returns • 
.. 
Once having chosen to be taxed as a unit, they may not U:Se .. 
Section 1301 as an excuse to change their election. 
The court decision cited above, to which the Com-
missioner never acquiesced and which governs income received 
or accrued prior to March 1, 1954, has been overruled as to 
income received after that date by Section 1304(c) of the 
1954 Revised Tax Code. In t h e future, the long-term compen-
sation of a husband or wife must be treated in the current and 
spread-back years as the income of the person who earned it 
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and who would be required to include the item of gross in-
come in a separate return for the taxable year in which such 
income was received or accrued. Of course, for all those 
years in which husband and wife filed joint returns, they 
will obtain the benefits of income-splitting for their long-
term compensation as well as for all other type.s of taxable 
income. The effect of the new rule is that a married tax-
payer receiving a long-term fee after March 1, 1954 may not 
apportion to his wife one-half of the fee allocable to those 
past years when he filed a separate return, even though he 
and his wife file jointly in the current year. 
In summation, then, compensation under Section 1301 
must be solely for an "employment", as that term is defined 
in the Code, and relief for recipients of long-term compensa-
tion may be available at times not only to those performing 
the services but also to business partners and to spouses of 
those who do the work. 
Part .Q. - Thirty-Six :Month Rule 
The second major requirement of the law is that the 
compensation must be for services rendered over a long period 
of time, which the Code takes to mean a minimum of thirty-six 
months. There is frequently a question as to the date t h e ser-
vices actually began and t h e date when they terminated. In 
one case, the Tax Court ruled that the time which a broker 
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spent in unproductive negotiations with customers was pro-
perly included in determining that he satisfied the thirty-
six months requirement.# Conference and study time may gene-
rally be included as part of the period of services. 
Part g - Taxpayers' Attempts to Meet Rule as to Eighty Per-
Cent of Total Compensation 
The third bone of contention in Section 1301, rela-
ting to compensation for an employment, is the requirement 
that at least eighty per-cent of the total compensation for 
the services must be either received or accrued in the cur-
rent taxable year. This feature of the law has in the past 
led to many attempts to segregate services, so as to show 
that the amount received in the current year was at least 
eighty per-cent of the total compensation for this particular 
service. Consider the following set of circumstances~ A law-
yer works for a client for five years receiving $1,000 fee 
the first year, $1,000 the second year, and $7,000 the fifth 
year. The final payment may not be spread back over the six-
ty-month period since it amounted to only seventy-seven and 
seven-ninths per-cent of the total compensation. However, if 
the lawyer can prove to the satisfaction of the revenue a-
gent or of the court that the services rendered to the client 
during the last three years were radically different from 
# James D. Gordon, 10 TC 772. 
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those performed in the first two years and were therefore 
segregable, then the $7,000 received in the fifth year con-
stitutes one hundred per-cent of the compensation for the seg-
regated services and may be spread back over a three-year pe-
riod. There is now a substantial nwnber of court decisions 
which may serve as a guide to the possibility of segregating 
employments so as to come within the eighty per-cent rule. 
The most common case is that in which a business executive is 
awarded a lump-sum bonus or a favorable decision in a salary 
litigation for services rendered during past years. Generally 
the bonus comes nowhere near amounting to eighty per-cent of 
his total compensation over the course of many past years and 
the attempt to benefit under Section 1301 fails, although in 
such cases occurring after 1942 relief under Section 1303, 
relating to back pay, may be available. However, if the tax-
payer can satisfactorily demonstrate that the additional com-
pensation was for a single project not connected with his or-
dinary duties, quite beyond the scope of the services he was 
hired to perform, then he may be able to reduce his tax bill 
by a substantial amount. For instance, an executive received 
$ 24,000 in 1940 for services rendered beyond the scope of his 
normal duties from 1929 on. The board of directors voted the 
compensation at t h e rate of $ 2,000 per year for twelve years. 
The Tax Court said that Section 107(a) was applicable and that 
the tax should be computed by aggregating the tax of each of 
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the twelve years upon $ 2,000.# However, the cases are much 
more numerous in which the courts declined to segregate 
11 special services" as being in any way distinct from the du-
ties imposed by the ordinary contract of employment. 
Trustees have occasionally sought to segregate 
their services for the purpose of meeting the eighty per-
cent rule. As a basis for segregation, they have urged upon 
the courts the argument that an intermediate accounting to 
the court of the trusteeship constituted a division of the 
services into those performed before and after the intermedi;,.. 
ate accounting. The Tax Court, however, was unimpressed by 
the argument and refused to allow the segregation. ## Another 
argument advanced was that the law of the state of New Jer-
sey provides for the separation of a trustee's fees into 
those payable for the collection and distribution of income 
and those payable for the investment of capital. It was the 
court's decision that a trusteeship is a single employment 
and that if the fee received in the final year of the trust 
for investment of principal did not equal eighty per-cent of 
all the fees received, then the trustee could not spread 
back his compensation to prior years. ### 
Other leading cases decided under the 1939 Code es-
tablished the right to segregate services performed for a pa-
~.J;n. G. Slee, 2 TCM 437, CCH Dec. 1 3, 363(M). ~ff .R. E. Lum, 12 TC 375, CCH Dec. 16.,~56. 
o## Paul H. Smart v. Com., 45-2 USTO #9469, 152 Fed. (2d) 333. 
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rent company and its subsidia~;, or two subsidiaries of the 
same parent, if the compensation was payable under separate 
agreements. Separate contracts or agreements are in fact al-
ways desirable when a taxpayer is attempting to prove a seg-
regation of services. For example, a lawyer was not allowed 
to separate his fees received as a general counsel from 
those received for special services to the same client in 
order to meet the eighty per-cent requirement as to the se-
cond fee.# Perhaps distinct contracts of employment might 
have established his right to do so. 
The 1954 Code, in defining an "employment", makes 
it quite clear that receipt of compensation from several 
different sources for carrying out a single long-term pro-
ject will not provide grounds for segregating services so as 
to meet the eighty per-cent rule. Thus, if a lawyer should 
spend thirty-six months in an attempt to secure an abate-
ment of real estate taxes for a corporate client, receiving 
a $3,000 fee in 1953 from the parent company and $9,000 fee 
in 1954 from the subsidiary, he would be denied the right to 
spread back the second fee over the period when it was earned. 
Any attempt on his part to segregate the first and the second 
fees would be futile under the new law, since both fees, 
though from different corporate entities, related to the same 
employment. 
#Albert W. Rockwood, 10 TCM 150, CCH Dec. 18,139(M). 
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B. Income from Artistic Work and Inventions 
1. Technical Requirements for Relief 
The preceding discussion has emphasized the sali-
ent features of Code Section '101, which relates to compensa-
tion for an employment. Section 1302, formerly part 11 b 11 of 
Section 107, is also of great importance to certain classes 
of taxpayers, such as artists, writers, composers, and inven-
tors. As was previously mentioned, this relief measure was 
added by the 1942 Internal Revenue Act ~nd provides for the 
spreading back of ordinary income (not capital gains) from 
artistic work and inventions over the period of their crea-
tion or development. However, the maximum spread-back period 
may not be longer than thirty-six months in the case of books, 
paintings, sculptures, and musical compositions, nor longer 
than sixty months in the case of income from inventions re-
ceived in 1954 and subsequent years. The rules for qualifi-
cation are simila~ to, though not the same as those govern-
ing long-term compensation for an employment. The first rule 
is that the period from beginning to completion of th~ w.ork 
must be at least thirty-six months for such income received 
prior to 1954, and at least twenty-four months for such in-
come received in 1954 and subsequent years. By reducing the 
required working period from thirty-six months to twenty-
four months, Section 1302(2} of the 1954 Code has undoubted-
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ly extended the tax benefits of averaging income to many 
creative artists and inventors who spend at least two but 
less than three years in the production of their masterworks. 
The second requirement is that the amount received in respect 
of the artistic work or invention in the taxable year must 
be at least eighty per-cent of the total amount received in 
in the current year, in all prior years, and in the twelve 
months following the close of the taxable year. 
If the above conditions are fulfilled, then these 
special types of income will be taxed as if they had been re-
ceived ratably m~er the number of months when the work was 
in process preceding the close of the taxable year when the 
uompensation is received, except that the number of months 
over which the income is spread may not exceed thirty-six in 
the case of income from artistic work, literary and musical 
compositions, nor sixty months in the case of income from in-
ventions received in 1954 and later years. This provision is 
quite different from that concerning long-term compensation 
for an employment, where the only limit on the number of 
months of allocation is that the income may not be spread 
back beyond the time when the services cow~enced. Under the 
law just stated, a composer who spent five years in the crea-
tion of a symphony could at the most spread back his income 
from the symphony over thirty-six months, not over sixty. 
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2. Period ~ which Qualifying Income May Be Spread Back 
A few illustrations will show how the spread-back 
period is figured:# 
a. An artist works on a mural from February 2, 
1951 to February 26, 1954, a period of thirty-
seven months. He receives eighty-five per-cent 
of his $10,000 fee on September 1, 1953. He 
may spread back the fee over thirty-five 
months, the number of months (not in excess of 
thirty-six) which he spent on the mural prior 
to the end of the taxable year in which he re-
ceived his fee. 
b. The author of a historical novel is engaged in 
doing background research and in the actual 
writing of the novel from September 1, 1949 
to December 26, 1953, and receives ei&~ty per-
cent of his royalties from the novel on Novem-
ber 20, 1953. The period of work is fifty-two 
months, but the royalty income may be spread 
back only over the thirty-six months prior to 
December 31, 1953. 
c. A sculptor works from October 2, 1951 to Octo-
ber 4, 1954, a period of thirty-six months, in 
executing several works of art for a client. 
# Cf. Reg. 118, #39.107-2(f) 
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17, p. 12. 
He receives ninety per-cent of his fee on 
November 30, 1953. He may · spread baclr the 
fee over the twenty-seven months of work 
which were prior to the close of 1953, the 
year when he received the majority of his 
fee. 
d. A playwright starts working on a musical co-
medy on August 5:,: 1951 and completes the .o-
pus on September 24, 1954, some thirty-eight 
months later. He sells the composition (a 
non-capital asset) on August 31, 1954. The 
selling price would be allocated over the 
thirty-six months prior to the date he com-
pleted the work, that is, from October 1, 
1951 to September 30, 1954. In no case may 
income be spread over a period when no work 
was being done to produce that income, which 
would be the case here if the sales proceeds 
were allocated over the thirty-six months 
prior to December 31, 1954. No work was being 
done from October to December in 1954. There-
fore no part of the income should be spread 
* over those months. 
e. If in the above case the sale were made on 
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October 24, 1954, a month after the comple-
tion of the play, the selling price would 
still be allocated over the thirty-six 
months prior to the date of completion, the 
explanation again being that no work was 
being performed on the play in October. 
f. A painter is engaged in the execution of a 
vast scenic panorama from February 5, 1945 
to April 30, 1948, a period of thirty-nine 
months. He sells his masterpiece on Septem-
ber 23, 1953. Is the amount which he re-
ceives to be spread back over the thirty-
six months prior to December 31, 1953, the 
close of the year in which he received his 
compensation, or should the selling price 
be spread over the thirty-six months prior 
to April 30, 1948, the date on which he 
finished the panorama? Logic would dictate 
that the second alternative is the more 
reasonable since by that method the income 
from the work is related to t he period when 
the work which produced the income was per-
formed. However, the Supreme Court ruled in 
one case that an award for a symphonic uom-
position written over the years from 1937 to 
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# 
##Robertson v. 
'Ylilliams v. 
to 1939 should be spread over the thirty-
six months prior to the close of 1947, the 
year in which the award was received, rather 
than over the years when the work was com-
posed.# Justice Douglas, in delivering the 
majority opinion, declared, "While much more 
could be said, it seems to us that that con-
struction (eA~lained above) fits the statu-
tory scheme." This decision by the highest 
court in the land overrules an earlier de-
cision of the United States Court of Claims. 
In that case an inventor who worked on a de-
vice from 1925 until 1931 but who received 
no income from it until 1942 was allowed to 
relate the income to the period of actual 
performance, rather than to "some other ar-
bitrarily fixed and othenvise irrelevant 
period".## 
g. An inventor works on his discovery from Feb-
ruary 5, 1950 ·to February 2, 1955 andre-
ceives eighty-five per-cent of his royalty 
income from the invention on July 7, 1954. 
The income may be allocated over the fifty-
U.S., 52-1 USTC 9343 (1952). 
U.S., 49-1 USTC 9303 (1949), 84 F.Supp. 362. 
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nine months of work prior to December 31, 
1954, the close of the taxable year when 
the royalties were received. Ho,>~ever, i:D: 
the royalty from the invention had been re-
ceived prior to 1954, the period of maxi-
mum allocation would have been thirty-six 
months rather than sixty. 
h. An author spends from November 2, 1952 to 
December 26, 1954, a period of twenty-six 
months, in writing a book, and receives 
forty per-cent of his total royalties from 
it on March 1, 1954 and another forty-three 
per-cent on November 1, 1954. He may allo-
cate his royalty income over the twenty-
six months prior to December 31, 1954, 
since for the year 1954 and later years 
relief under Section 1302(2} is available 
to artists, writers, composers, and inven-
tors who spend as little as twenty-four 
months in producing their work. 
3. Special Relief for Inventors and Patent Holders 
There has been some litigation in the courts con-
cerning t he type of income subject to Section 1302 relief. 
Paragraph # 3 of that Section specifies that long-term capi-
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tal gain type of income may not be spread, but must all be 
reported in the year when the capital asset is sold or ex-
changed. This ruling would seem to have had more applicabi-
lity prior to the passage on September 23, 1950 of the so-
called 11Eisenhoi'Ter amendment", which defined as non-capital 
assets copyrights, literary, musical, or artistic composi-
tions, and similar property held by a taxpayer whose perso-
nal efforts created such property. # However, patents and in-
ventions are capital assets, and the sale or exchange of such 
an asset results in capital gain. 
In addition, Section 1235 of the 1954 Code pro-
vides that the transfer (other than by gift, inheritance, or 
devise) by an inventor or certain other holders of all sub-
stantial rights to a patent shall be considered the sale or 
exchange of a capital asset held for more than six months, 
even though payments are to be made periodically and are to 
be based on t he productivity, use, or disposition of the pa-
tent transferred. In effect, this means that royalty income 
from inventions is now, under certain conditions, eligible 
for long-term capital gain treatment. Such treatment will 
generally be denied to the inventor only where the transfer 
* is terminable at the inventor's will. An inventor who in 
1954 transfers all the substantial ri~Lts to a patent or an 
invention which took him at least twenty-four months to com-
# I.R.C. Sec. 1221. 
* 12, pp. 24,468-24,47D. 
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plete and l'iho in 1954 receives at least eighty per-cent of 
t h e total income from that invention in all past years, in 
the present year, and in the tt'lelve months following the 
close of t h e taxable year would therefore seem to have an 
option. He could report t h e royalties received as long-term 
capital gain on which he lvould pay a maximum tax of twenty-
five per-cent, or he could spread back the royalty income 
over the number of month s, not in excess of sixty, from the 
date he began work on the invention to the close of the tax-
able year in which he received at least eighty per-cent of 
the total income therefrom. 
The question occurs as to lvhether the inventor 
would invariably benefit tax-wise from reporting the income 
as long-term capital gain. Consider the following situation. 
An inventor worked on his discovery from January 1, 1950 to 
April 30, 1954 and on December 31, 1954 received $10,000, 
which turned out to be ninety per-cent of his total royalty 
income from t h e invention, all substantial rights to which 
he has transferred. The invention had a cost basis of zero. 
In each of the yea rs from 1950 to 1953 the inventor had no 
taxable income, but in 1954 he obtained a position as a re-
search engineer at a yearly salary of $20,000. If he were to 
report the $10,000 royalties received in 1954 as long-term 
capital gain, his 1954 tax (also his total tax for the five 
year period) would be $8,912, figured as follows: 
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Salary $20,000 
Less: Optional Standard Deduction $1,000 
Personal Exemption 600 1,600 
$18,400 Ordinary Taxable Income 
Partial Tax - on $18,400 
Capital Gains Tax - 25% of $10,000 
Total 1954 Tax Liability 
$6,412 
2,500 
$8,912 
If the inventor determines his 1954 tax by spread-
ing back the $10,000 over the fifty-two months from January 
1, 1950 to April 30, 1954 during which the invention was de-
veloped, his 1954 tax (and his total tax for the five years) 
will be $8,037.69, $874.31 less than the above tax. The com-
putation is as follows: 
1954 Tax on income including 4/52 of $10,000 
Increase in taxes of prior years after 
spread-back of royalty: 
Tax after Tax before 
Year Spread-Back Spread-Back 
Increase (to 
be paid as 
$6,819.69 
part o:f '54 tax) 
1950 $ 258 0 $ 258 
1951 302 0 302 
1952 329 0 329 
1953 329 0 329 1 1 218.00 
1954 Tax Liability under Section 1302 $8,037.69 
This illustration shows that an inventor or his tax 
consultant would be well advised to figure alternative tax 
liabilities on royalty income which qualifies for both capi-
tal gains treatment and Section 1302 relief. In the ordinary 
case capital gains treatment of the royalty income will re-
sult in the lower tax, but the. above instance shows the dan-
ger of assuming that capital gains treatment will always be 
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most favorable to the inventor taxpayer. Section 1302 treat-
ment of royalty income will probably be more advantageous 
than capital gains treatment where the inventor has had lit-
tle or no taxable income in past years but has substantial 
other taxable income in the year when the royalties are col-
lected. 
A point to note is that allocation is denied to 
t h e profits of a taxpayer who himself manufactures the in-
vented item and sells it. # However, if he transferred the 
invention to a corporation controlled by himself and had the 
corporation pay him royalties, he could spread back the roy-
alty income if the various requirements of the law had been 
i E-
met. The amount to be spread back may be reduced by any 
commissions, agents' fees, or other expenses which are depen-
dent on the amount of royalties earned. Other expenses, in-
cluding expenses incurred in defending against libel suits 
arising from publication of literary works, are deductible 
in t h e year when they are either paid or accrued and may not 
be prorated. ## Relief under Section 1302 was not granted for 
amounts received in 1939 in settlement of a suit for copy-
### 
right infringement, nor was it allowed for damages re-
ceived in 1944 as a result of patent infringement in the 
#### 
shoe manufacturing business. The favorable settlement of 
~ Alfred w. Barber, 19 TO 600, OOH Dec. 19,374. 
* 17, p. 12. ~# I.T. 3773, 1945 OB 151. ##~# .. Rosenzweig, 1 TO 24, OCH Dec 12,877 (acq.). 
ttl il N. vl . Mathey, 10 TO 1099, OOH Dec. 16, 4 36. 
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such suits could not be said t ·o be income directly attributa-
ble to the copyrighted composition or to the patent. 
4 ·. Minimum Creative Period 
In regard to the thirty-six month, now the twenty~ 
four month, rule, it is interesting to note that some authors 
now incorporate in the introduction to their books the state-
ment that they have devoted three or more years to the wri-
ting of the book. Presumably the purpose of such statements; 
aside from the desire to convince the reader of the time and 
effort which i'l'ent into the "''lri tine; of the book, is to have 
some objective evidence to support the author's contention 
to the Internal Revenue officials that he actually spent two 
or three years, as the case may be, in the composition of 
the work. Diaries, correspondence with and statements from 
38-b 
publishers or clients, and the testimony .of disinterested vlit-
nesses might also be offered as evidence to substantiate the 
length of time spent in i'l'riting or composing or inventing·. 
In one case it was held that the period of work on a book be-
gan '~:lith the decision to vtrite it/f and time spent in research 
prior to the actual writing of a book has been considered as 
fulfilling part of the time requirement. 
5 •. tunount of Total Income Required to be Received in Tax Year 
The eighty per-cent requirement has been trouble-
.J.!. 
~ Iliff D. Richardson, 14 TC 547, CCH Dec. 17,576. 
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some for some taxpayers who "v'Tould othervrise have qualified 
for relief. For instance, James Gould Cozzens, the author, 
spent three years in writing a book but received a tiny frac-
tion less than eighty per-cent of his total royalties in 
one year. He argued that the royalties received in the next 
year had been received constructively in the prior year, 
but his contention was rejected because he could not prove 
that he had an absolute, unconditional ri~ht to collection 
in the prior year-. # He consequently lost all the benefits 
of relief for vlhich he came so close to qualifying. 
In order to determine whether the eighty per-cent 
requirement has been complied with, there seems to be no ob-
jection to including in the amount received in the tax year 
for the artistic ·vrork or invention amounts classified as 
long-term capital gain, even though such amounts may not be 
* spread back. For example, if an inventor received royalty 
income from an invention on \~~ich he had worked thirty-six 
months in the amount of $1,500 in 1952 and $5,500 in 1953 
and then sold the invention at a profit of $500 late in 1953, 
the royalties alone received in 1953 are only seventy-eight 
per-cent of the total roya lty income, but the total income 
from the invention in 1953 including the capital gain is 
$6,000, which is equal to exactly eighty per-cent of the to-
tal income attributable to the invention from all sources. 
t¥ James G. Cozzens, 19 TO 663, CCH Dec. 19,413-. 
?1- 4, Sec. 684D - 1.015-. 
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A significant feature of this lm·T is that the in-
come received in the taxable year must be at least eighty per-
cent of the total income from the artistic work or invention 
received in the taxable year, in all prior y~ars, and in the 
t'\velve months following the close of the taxable year·. Since 
usually the taxpayer cannot lmow exactly the amount to be re-
ceived during the next t'tvelve months, he would report all the 
income received in the year of large receipts from his long-
term work, pay a tax on that amount, and then at the end of 
the next year, after having received whatever income there 
was in that second year from the work, see whether he had met 
the eighty per-cent requirement in the preceding year. If so, 
he would recompute his tax liability of the preceding year, 
spreading back his income according to the Regulations, and 
file a cl~im for the refund of the excess of the taxes previ-
ously paid over those due under Section 1302. 
Observe, however, that income from the invention or 
artistic work received after the expiration of the twelve 
months following the close of the taxable year is ignored in 
deciding whether the eighty per-cent rule has been met ·. This 
quirk in the lm.; might have some very advantageous consequen-
ces for an author who sells the motion picture ri&~ts to his 
book after he has received all his royalty income from the 
work. If the sale occurs in the second year after receipt of 
eighty per-cent or more of the royalty income or in a later 
year and if the proceeds from the movie rights are at least 
eighty per-cent of the total income from the book in the 
taxable year, in all preceding years, and in the twelve 
months following the close of the taxable year, then the au-
thor may spread back a second time income from the same ar-
tistic work.* 
i~ 
. 27, p. 54. 
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C. "Back Pay" Rule 
1. Technical Requirements for Relief 
The 1943 Internal Revenue Act first placed on the 
statutes a provision granting some relief to wage earners 
who for some reason or other experience delay in receiving 
their wages and salaries. Section 1303 of the 1954 Code (for-
merly paragraph #d of Section 107) states that effective for 
tax years beginning after December 31, 1942, relief will be 
available to those who receive "back pay 11 attributable to 
prior years in an amount in excess of fifteen per-cent of 
gross income, including the back pay, for the taxable year. 
For such individuals as qualify, the current year's tax will 
be figured in the same way as is the tax on long-term compen-
sation for an employment. That is, the current year's tax 
may not exceed the total tax which would have been payable on 
"back pay" if the amount attributable to prior years had been 
added to the gross income of those years. 
2. Definition of "Back Pay" 
In order that judicial interpretation might be kept 
to a minimum, the framers of this relief measure '\'Tere most 
careful to define what they meant by the_ expression "back 
payn. The term encompasses only pay for services performed 
prior to the taxable year which would have been paid prior to 
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the taxable year were it not for certain unusual circumstan-
ces. # Bankruptcy or receivership of the employer and dispute 
as to the employer's liability to pay remuneration which is 
determined after the commencement of court proceedings fall 
under the heading of unusual circumstances. "Back pay" also 
includes retroactive wage increases and retroactive payments 
on account of Wage-Hour violations, applicable to prior 
years, which have been ordered by Federal or state authori-
ties. The Regulations specifically state that pensions, bo-
nuses, commissions, and similar remuneration paid in the 
current year according to the employer's usual practice are 
not "back pay".## 
Once having determined that he has actually re-
ceived "back pay" attributable to a prior year or years, a 
taxpayer must then ascertain whether the back pay is more 
than fifteen per-cent of his gross income, including the 
back pay, for the current year. If the fifteen per-cent 
rule is satisfied, the taxpayer in figuring his tax may al-
locate the back pay to the years when it was actually earned. 
This particular income-spreading measure does not have very 
wide application, principally because of the large amount of 
back pay which must be received before relief is available. 
# I.R.C. Sec. 1303(b). 
lf# Reg. 118, Sec. 29.107-3. 
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D. Special Points Involved in the Spreading of Income 
1. Computation of Tax Liability when Several Fees Spread 
over Same Period 
The Regulations specifically provide for the fol-
lowing situation which might occur with respect to either 
fees for an employment, income from inventions and literary, 
artistic, and musical compositions, and back pay.# A taxpayer, 
for example, receives a long-term fee of $3,000 in June, 1953 
which he allocates $100 per month over the thirty months from 
January 1, 1951 to June 30, 1953. Then in August, 1954 he re-
ceives a long-term fee of $9,000 which he allocates, $150 per 
month, over the sixty months from September 1, 1949 to August 
31, 1954. In allocating the second fee to the years 1951 and 
1952 and to the first six months of 1953, he must take into 
account the fact that he has previously allocated another fee 
back to those periods, and the portion of the second fee al-
locable to those thirty months must be added not only to the 
income originally reported in those periods but also to the 
first fee spread back over those same periods. If that rule 
were not in effect, taxpayers receiving long-term income and 
spreading it back to the period when it was earned might 
have a tax advantage over taxpayers who receive and report 
their income currently as it is earned, for the former class 
# Reg. 118, Sec. 39.107-l(h) 
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of taxpayer might conceivably escape the higher marginal 
tax rates to which the latter would be subject. 
To point up the problem consider the following si-
tuation. Taxpayer A, who had no long-term income and who 
files a separate return, had net taxable income in 1953 of 
$7,000. Taxpayer B, also filing a separate return, had regu-
lar net taxable income in 1953 of $5,000. He later spread 
back to 1953 $1,000 of a long-term fee received in 1954. In 
1955 he received another long-term fee of which again $1,000 
was properly allocable to 1953. Therefore the total amount 
of B1 s actual net taxable income in 1953 was the same as 
taxpayer A1 s, $7,000, and he should ultimately pay the same 
taxes as A. A's tax bill for 1953 was $1,856. B1 s tax bill 
for the same year was $1,226. B paid in 1954 as ·part of his 
tax for that year the difference between his 1953 tax inclu-
ding t h e $1,000 fee spread back and the tax originally paid, 
the difference amounting to $ 290. If as part of his 1955 tax 
bill he pays only the difference between the 1953 tax inclu-
ding the second $1,000 fee spread back ($1,516) and the ori-
ginal tax ($1,226), the difference again being $ 290, he will 
have paid in respect to 1953 income total taxes of only 
$1,806, $50 less taxes than A paid on the same net taxable 
income. To prevent this from occurring, B must, according to 
the Regulations, pay as part of his 1955 tax the difference 
between his 1953 tax including the allocable portions of 
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both the fee received in 1954 and that received in 1955 : 
{$1,856) and the amount of taxes previously paid in respect 
of 1953 income {original tax of $1,226 plus additional tax 
paid as part of 1954 tax bill, $290). The difference is $ 340. 
B's total tax on 1953 income is therefore itemized as follows: 
Original tax bill on 1953 income 
Additional tax paid in '54 on '53 
Additional tax paid in '55 on '53 
Total tax paid {same as A) 
$1,226 
income 290 
income 340 
$1,856 
It is apropos of this discussion to point out that because a 
taxpayer elects to spread back one fee, he is not bound to 
spread back all subsequent long-term compensation. He is al-
ways free to adopt, in this matter, whatever policy will re-
sult in minimizing his tax liability. 
2. Changes in Adjusted Gross Income and Deductions of Prior 
Years 
Whenever a taxpayer spreads back long-term compen-
sation to prior years, his adjusted gross income for those 
years is increased. This figure is most important, for it de-
termines the maximum deduction for contributions {in years 
prior to 1954 this deduction could not exceed twenty per-cent 
of adjusted gross income), the amount of medical expense de-
duction allowed (in years prior to 1954, for taxpayer and 
spouse under age 65, only that amount which is in excess of 
five per-cent of adjusted gross income, subject to maximum 
limitations), and finally, the adjusted gross income deter-
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mines the amount of the optional standard deduction (ten per-
cent of adjusted gross income, or $1,000, whichever is less, 
except that the maximum is ~~500 in the case of married tax-
payers filing separately). Each time that the adjusted gross 
income is changed by application of Section 1301, 1302, or 
1303, the deduction for charitable contributions and for me-
dical expenses paid must be recomputed.# The recomputation of 
charitable contributions may benefit the taxpayer, if in the 
prior year his actual contributions exceeded twenty per-cent 
of his original adjusted gross income, but on the other hand 
for taxpayers under 65 the redetermination of the medical ex-
penses deduction will invariably decrease the previously al-
lowed deduction. From the fact that the Regulations are si-
lent on the point, it would seem that the taxpayer would not 
recompute his standard deduction of a prior year in case he 
elected not to itemize his deductions. However, this point is 
not free of doubt. 
3. Adjusted Gross Income of Year of Receipt of Long-Term In-
Under Section 1301 procedure the entire long-term 
income from either an employment or back pay or from an artis-
tic work or an invention is reported on the income tax return 
of the year when received, and prior years' returns are not 
# IR - Mim. No. 43 , 1952-2 CB 112. 
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to be disturbed. However, a part of the compensation is con-
sidered as earned during past years and is taxed at past 
years' rates. This raises the question as to what constitutes 
t h e adjusted gross income of the current year. Is it the en-
tire income received during the year, including that portion 
of Section 1301 income allocated to past years, or is it on-
ly that portion of the reported income which is to be taxed 
as income of the current year? For determining the limitation 
on the deduction for charitable contributions and presumably 
also for determining the optional standard deduction, it is 
the entire reported income of the year without any reduction 
for amounts spread back. This means that a taxpayer may make 
very large deductible charitable contributions in the year 
when he receives the lump sum compensation. On the face of it 
this rule seems ill-conceived in that the adjusted gross in-
come of the years to which the compensation is spread back is 
also increased, thereby making possible larger deductions for 
cha ritable deductions in both the year of receipt and in the 
past years to which the fee relates. The justice of the rule 
is that in prior years the taxpayer would probably have limi-
ted his charitable contributions to twenty per-cent (thirty 
per-cent in 1954 if the extra ten per-cent is donated to re-
ligious organizations, schools, and hospitals)of his adjusted 
gross income as originally reported and would not derive any 
benefit later on as . a result of the allowance of previously 
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disallowed contributions when his adjusted gross income is 
increased by the amount of the compensation allocable to the 
past year. 
The Treasury Department, from the point of view of 
consistency, held that the taxpayer's adjusted gross income 
of the year of receipt, for the purpose of computing his me-
dical expense deduction, should also include the entire lump-
sum compensation, but its contention was rejected by the Tax 
~ 
Court in the case of Edward C. and Margaret B. Thayer.~ The 
decision of the Court was that, in computing the medical ex-
pense deduction, a taxpayer should reduce his adjusted gross 
income of the current year by the amount of long-term compen-
sation allocated to past years. Equity was on the side of the 
Court in this case, since by reason of the spread-back to pri-
or years the taxpayer's medical expense deductions in those 
years were decreased, and it would be unfair to reduce his 
current year's medical deduction by including in the current 
year's income items already incl~ded in prior years' income. 
To summarize, in computing his optional standard deduction or 
his deduction for charitable contributions, a taxpayer in-
eludes in his adjusted gross income of the year of receipt 
the entire lump-sum compensation. However, in computing his 
medical expense deduction, the taxpayer excludes from his ad-
justed gross income the portion of the fee which is properly 
#Thayer et al. v. Com'r., 12 TC 795, CCH Dec. 16,974 (Acq.). 
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spread back to prior years. 
4. Availability of Relief to _  ._ Estate or Heirs of Deceased 
Taxpayer 
In the event of the death of a taxpayer who is enti-
tled to receive compensation for long-term services or for ar-
tistic work or an invention and who has met all the conditions 
for spreading back his long-term income, then his estate or 
beneficiary upon receipt of the income is also entitled to the 
same benefits as the decedent who earned the income.* 
5. Effect of Receipt of Long-Term Income on Net Operating 
Loss Deduction 
In a leading case before the Tax Court the question 
arose as to the effect of the receipt of long-term compensa-
# tion on the net operating loss deduction. The petitioner, Al-
bert G. Redpath, on October 29, 1947 received a trustee's fee 
of $6,775.48, the amount being one hundred per-cent of his 
compensation for services rendered over a period of forty-one 
months from April 28, 1943 to September 18, 1946. Therefore 
Redpath allocated the fee over the period when it w·as earned, 
as follows: 
1943 -
1944 -
1945 -1945 
$1,318.14 
1,977.22 
1,977.22 
1,482.90 
~~6,755.48 
* 6, p. 179. 
#Albert G. Redpath v. Com., 19 TO 470, COH Dec. 19,353. 
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In the year 1947 Redpath sustained a net opera-
ting loss, exclusive of tl1e above fee, of $29,244.94, which 
amount was carried back to t he second preceding taxable year 
(1945) and applied against the income of that year, in ac-
cordance with the net operating loss provisions then in ef-
fect. The Commissioner thereupon contended that the amount 
of the 1947 net operating loss should be reduced by t h e re-
ceipt of the 1947 fee and that moreover the petitioner was 
not entitled to the benefits of Section 107(a) inasmuch as 
no tax was due in 1947 on the amount received that year as 
a long-term fee. The petitioner claimed that his net opera-
ting loss should be unaffected by t h e receipt of the trus-
tee's fee, and that, having satisfied the thirty-six month 
rule and the eighty per-cent requirement, he was free to 
spread back his fee under Section 107(a). The Court decided 
in favor of the Commissioner, basing their opinion upon the 
declared purpose of Section 107 (Sections 1301-1304 in the 
1954 Code), which is to limit the tax in the year of receipt 
to the tax which would have been paid had the income been 
reported ratably over the period from the beginning of the 
services to the date of completion or payment, whichever oc-
curred first. Consequently, t h e Court agreed, if because of 
a net operating loss no tax at all is due in t h e current 
year on the amount received as long-term compensation, the 
amount of t h e tax cannot be reduced further and therefore 
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relief under Section 107 is inapplicable and unnecessary. 
As the Court observed, Section 107 (Section 1301) does not 
contemplate the sh ifting of -income or the reopening of prior 
years' tax returns, but has as its sole purpose the limita-
tion of tax in the year of receipt. An additional argument 
against the petitioner's claim was that the adjusted gross 
income in the year of receipt of one receiving long-term 
compensation, except for purposes of computing the medical 
expenses deduction, is held to include the entire fee, in-
cluding that part spread back. Therefore the trustee's fee 
of $6,755.48 was includible in Redpath's gross income for 
1947 and served to reduce his net operating loss ·. 
Another decision which might be of some practical 
value to those availing themselves of Section 1301 benefits 
1-ias handed down by the Tax Court in 1952·. # In situations 
where a taxpayer has omitted more than twenty-five per-cent 
of his gross income in a past year, the Statute of Limita-
tions for bringing action against the taxpayer is increased 
from three to five years. More than t h ree years after Van 
Bergh, the petitioner, had reported a long-term fee as an in-
dustrial consultant according to Section 107, the Bureau of 
Internal Revenue decided that he had not been entitled to 
do so. The Commissioner brought suit, basing his case on the 
fact that VanBergh had omitted more than twenty-five per-cent 
of his gross income from the return by reason of the fact 
#Maurice H. VanBergh v. Com., 18 TO 518, CCH Dec. 19,029. 
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that on his actual tax return he did not include the amount 
of the long-term fee. However, in supplementary schedules 
he made numerous references to the fee and to the method 
used in computing his tax liability under Section 107(a). 
The Court held that · vanBergh had not omitted any of his 
gross income and that accordingly the three-year Statute of 
Limitations was applicable, thus barring the Commissioner's 
suit. The Court's reasoning was that nowhere on the tax re-
turn is there an item called nGross Incomeu, that 11Adjusted 
Gross Income 11 does not have the same meaning as 11Gross In-
comen, and that the tax under Section 107 (1301) is a tax 
on the income of the year received, even though reference 
must be had to the computation of prior years• tax liabi-
lities. 
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E. Comprehensive Illustration of the Taxation of Fees 
For Long-Term Employments - The Case of David Barrister 
The purpose of the following extended example is to 
demonstrate as many as possible of the points of tax accounting 
and of tax law covered in the preceding text~ The ordinary 
taxpayer receiving income subject to the benefits of Section 
1301, 1302, or 1303 would probably not face all the complica-
tions which our mythical taxpayer does, but taxpayers such as 
lawyers, authors, trustees, executors, and inventors, and al-
so those who prepare such taxpayers' returns should be aware 
of the possible difficulties in the application of these Sec-
tions of the Code. More important, they should know how to 
resolve these difficulties. 
David Barrister, an attorney, performed services as 
a trustee under the will of Arthur Gilding from January 3, 
1951 to February 4, 1954, a duration of thirty-seven months. 
In September of 1951 he received $800 for his services thus 
far, in September of 1952 an additional $1,000, and on Novem-
ber 20, 1953 $7,200 in final payment for his services. Since 
the services lasted more than thirty-six months and since the 
amount received in 1953 ( ~ 7,200) was exactly eighty per-cent 
of his total compensation as trustee ($9,000), Barrister e-
lected to spread back the $7,200 fee over the thirty-five 
months from the beginning of his trusteeship to the date he 
received eighty per-cent of his fee, in accordance with Sec-
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tion 107(a) of the 1939 Revenue Code. He also elected to file 
a joint return with his wife for the year 1953, and in accord-
ance with the law in effect prior to March 1, 1954, first al-
located one-half of his long-term fee to his wife, even though 
Barrister and his wife had not been married until April of 
1952 and therefore had filed separately in 1951. In 1951 both 
Barrister and the girl whom he subsequently married took the 
optional standard deductions on their returns. In 1952, how-
ever, they found it more advantageous to itemize their deduc~ 
tions. Their 1952 charitable contributions had equalled only 
ten per-cent of their adjusted gross income and there was 
consequently no question of disallowed contributions. A sum-
mary of their 1951 and 1952 tax returns is presented below: 
Income from Salary, Fees, 
Interest on- Savings Bank 
Deposits 
Less Expenses of Law Prac-
tice (Secretary's salary, 
rent, depreciation of e-
quipment and books, etc.) 
Adjusted Gr9ss Income 
Optional Standard Deduction 
Net Income 
Personal Exemption 
Net Taxable Income 
David Marcia Smith 
Barrister (now his wife) 
$14,600 $3,750 
$3,750 
(1) 
52 
Actual Tax Liability 
4, 600 
$10,000 
1,000 $ 9,000 
600 
$, 8,400 $, ~ 2, 136 $ 587 (from 
Short Form Tables) 
Joint Return of David and Marcia Barrister 
Income from Salary, Fees, and Interest 
Deduct Expenses of Law Practice 
Adjusted Gross Income (forward) 
$17,830 
5,100 
l\12 730 
tfP ' 
Adjusted Gross Income (carried forward) 
Other Deductions: 
Charitable Contributions 
(not in excess of 20% of A.G.I.) 
Taxes 
Interest 
Medical Expenses: 
Paid 
Less 5% of A.G.I. 
Total 
Net Income 
Personal Exemptions 
Net Taxable Income 
$750.00 
636.50 
$1,270 
535 
50 
113.50 
i above for Married Taxpayers Filing Jointly 
Tax on i 
Multiply by 2 
Actual Tax Liability for 1952 
$12,730 
1,968.50 
$10,761.50 1, 2oo·.oo 
I. 
9' 561.50 
4,780.75 
1,162.42 
X 2 $ 2,324.84 
In their 1953 return the Barristers include the en-
tire long-term trusteeship fee and in a separate return at-
tached to the return explain how they arrived at their actual 
tax liability. 
1953 Joint Return 
Income from Salary, Fees, and Interest 
Long-Term Compensation as Trustee 
Deduct Expenses of Law Practice 
Adjusted Gross Income 
Other Deductions: 
Charitable Contributions 
(not in excess of 20% of $17,940) 
Taxes 
Interest 
Medical Expenses 
Paid - $700 
$1,500 
780 
$15,640 
7,200 
. { 5, 350) 
$17,490 
75 
72.36 
Less 5% of $12,552.86 (incl. only 
that portion of fee allocated to '53) 
Total 
Net Income 
Personal Exemptions 
Net Taxable Income 
Actual Tax Liability (see Supporting Schedules) 
2,427.36 
$15,062.64 
1,200.00 
$13,862.64 $ 3,570.38 
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Schedules to Explain Calculation of 1953 Actual Tax 
Allocation of $7,200 fee received 11/20/53 for services per-
formed from 1/3/51 to 2/4/54: 
1951 1952 1953 
Fraction Am't ·. Fraction Am't. Fraction Am't. 
- -- -
54 
to Husband 
~p 3,600 
to Wife 
$3,600 
12/35 
12/35 
$1,234.28 12/35 $1,234.29 11/35 $1,131".43 
$1' 234.29 12/35 $1,234.28 11/35 $1, 131".43 
Difference between original 1951 taxes and 1951 taxes inclu-
ding pro-rata amount of long-term fee: 
Original Adjusted Gross Income 
Add Fee Allocated to 1951 
Total 
Tax on Total 
Less - Tax Paid on '51 Income 
Difference - to be paid as 
part of 1953 tax bill 
Husband Wife Total 
$10,000 $3,750 
1,234.28 ,1.234.29 
$11,234.28 $4,984.29 
$ 2,568 
2,136 
~~ 432 
$ 829 
587 
~~ 242 $674 
Difference between original 1952 taxes and 1952 taxes inclu-
ding pro-rata amount of long-term fee: 
Joint Return 
Original Adjusted Gross Income 
Add allocated long-term fee 
New adjusted gross income 
Other Deductions: 
Charitable Contributions 
(not more than 20% of $15,198.57) 
Taxes and Interest 
Medical Expenses 
Paid 
Less 5% of new A.G.I. 
Net Income 
Personal Exemptions 
Net Taxable Income 
$750.00 
759.93 
$1,270 
585 
$12,730 
' 2,468.57 
$15,198.57 
0 1,855.00 
--$13,343.57 
1, 200".00 
t above for Married Taxpayer filing jointly 
Tax on t 
$12,143 .• 57 
~ 6,071.79 
* 1,540.41 Multiply by 2 X 2 
Actual Tax Liability (forwarq) $ 3,080.82 
Actual 1952 Tax Liability (carried forward) $3,080.82 
Tax previously paid on 1952 income 2,324.84 
Additional tax to be paid as part of 1 53 tax $ 755.98 
Tax on 1953 Income including pro-rata amount of long-term Fee: 
Joint Return 
Income from Salary and Fees less professional 
expenses 
Add portion of fee allocable to 1953 
Adjus~ed Gross Income 
Other Deductions - computed previously 
Net Income 
Personal Exemptions 
Net Taxable Income 
t for married taxpayer filing jointly 
Tax on t 
l'-1ultiply by 2 
Tax Liability 
Total Tax Liability for 1953: 
Increase in 1951 taxes after including fee 
Increase in 1952 taxes after including fee 
Tax on 1953 Income incl. fee allocated to '53 
Total tax due 
$10,290.00 
2, 262.86 
$12,552.86 
2,42T.36 
$10,125.50 
1,200.00 t 8,925.50 
~ 4,462.75 
iP 1, 070.20 
X 2 $ 2,140.40 
$ 674.00 
755.98 
2,140.40 
$ 3,570.38 
The 1953 tax if Section 107(a) benefits had not 
been availed of would have been $3,689.90. None of the 1953 
medical expenses paid would have been allowed, since they 
would have been less than five per-cent of $17,490, the ad-
justed gross income including the entire trustee 1 s fee. The 
saving from the use of Section 107(a) was therefore $119-.52, 
the difference between $3,689.90 and $3,570.38·. 
On December 19, 1954 Barrister received a legal 
fee (a percentage of damages awarded to his client by the 
court) for services rendered over the period from ~Iarch 20, 
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1951 to December 10, 1954, a period of forty-four months. 
The amount was $10,000 and it constituted ninety-five per-
cent of his total compensation for the employment. Section 
1301 requirements having been met, he decided to spread 
baclc the fee over the period during which it had been earned. 
He and his wife elected to file a joint return in 1954, but 
because of the change made by the 1954 Revenue Act, the en-
tire long-term compensation must be treated as the income of 
Barrister, the person who earned it, and may not be divided 
one-half to husband and one-half to wife, as it was possible 
to do ,,rith fees received prior to March 1, 1954. The effect 
of this is that the entire portion of the fee allocable to 
1951, the year lvhen separate returns were filed, must be add-
ed to Barrister's 1951 income, and no part of it may be added 
to his wife's 1951 income. Also, in spreading back part of 
his fee to 1951 and 1952, Barrister must take into account 
the fact that he has previ·ously allocated part of the fee re-
ceived in 1953 to 1951 and 1952·. 
The $10,000 fee would be allocated over the forty-
four months from 3/20/51 to 12/10/54 as follows: 
Year 
1951 
1952 
1953 
1954 
Fraction 
9/44 
12/44 
12/44 
11/44 
Amount 
$2,045 .• 45 
2,727.27 
2,727.28 
2,500.00 
$10,000.00 
Barrister's 1954 joint income tax retunL showed the 
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following information: 
Salary, Fees, Interest 
Long-Term Compensation 
Total 
Less Expenses of Law Practice 
Adjusted Gross Income 
Other Deductions: 
Contributions (not more than 30% of 
$23,600) 
Taxes 
Interest 
. Medical Expenses: 
Paid 
Less 3% of $23,600 (or, under 
Sec. 1301 computation, 3% of 
$16,100, which is $483) 
Personal Exemptions 
Net Taxable Income 
Actual Tax Liability: 
$235 
708 
without reference to Sec. 1301 
according to Sec. 1301 (per supporting 
schedules) 
$1,875 
755 
68 
0 
$18,800 
10,000 
$2$, 8oo 
5,200 
$23,600 
1,200 3,898 
$19,702 
$5,178.68 
$5,302.86 
Schedules Showing Computation of Tax Due According to 
Section 1301 
Increase in 1951 tax liability after including 1951 portion 
of $10,000 fee: 
Original 1951 Net Taxable Income of Husband $8,4oo·.oo 
Add husband's portion of fee rec'd. in 1953 which 
was spread back to 1951 1, 234". 28 
Add portion of fee rec'd. this year and allocated 
to 1951 
Total 
Tax on total (at 1951 rates) 
Tax previously paid by Barrister in respect to 
1951 income 
Difference - to be paid as part of 1954 tax 
2,045.45 
$11,679.73 
·~ %> 3,351.09 
his 
2,568.00 $ 783.09 
57 
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Increase in 1952 tax liability after including 1952 portion 
of $10,000: 
Original 1952 Net Taxable Income 
Add portion of fee rec'd. in 1953 which was 
spread back to 1952 
Add 1952 medical expenses deduction disallowed 
in 1953 
Add portion of fee -rec'd. this year and spread 
back to 1952 
Total 
Tax on total (at 1952 rates, on joint basis) 
Taxes previously paid in respect to 1952 income 
Difference - to be paid as part of 1954 tax 
$ 9,561.50 
2,468.57 
113.50 
' 2,727.~ $14,870; 
$ 4,008.09 
3,080.82 
$ 927.27 
Increase in 1953 tax liability after including 1953 portion 
of $10,000: 
Net Taxable Income reported in 1953 (including 
portion of fee rec'd. in 1953 allocable to 
1953) 
Add portion of fee rec'd. this year allocated 
to 1953 
Add Medical Expense Deduction disallowed, be-
cause medical expenses paid $700 are les s 
than 5% of new Adjusted Gross Income of 
$15,280.14 
Total 
Tax on total (figured at 1953 rates on joint 
basis) 
Less tax previously paid in respect of 1953 
income 
Difference - to be paid as part of 1954 tax 
Tax on 1954 Income including pro-rata amount of fee: 
Income from Salary, Fees, Interest, less Pro-
fessional Expenses 
Add portion of fee rec'd. this year allocable 
to current yea r 
Adjusted Gross Income 
Other Deductions (computed previously) 
Net Taxable Income 
t above for married taxpayer filing jointly 
Tax on t 
Actual Tax Liability (above x ~) 
$ 8, 925.50 
2,727.28 
72.36 
$11,725.14 
$ 2, 952.30 
2,140.40 
$ 811.90 
$13,600 
2,500 
$16,100 
3,898 
~ 12,202 
~ 6,101 
Jt 1,390.30 
i~ 2,780._60 
Total Tax Liability for 1954 according to Section 1301 
computation: 
Increase in 1951 tax liability after including 
Increase in 1952 tax after including 1954 fee 
Increase in 1953 tax after including 1954 fee 
Tax liability on 1954 income including part of 
fee allocated to 1954 
Total tax, as per 1954 Tax Return 
fee $783.09 
927.27 
811.90 
2,780~60 
0 5,302~86 
The actual tax liability in 1954 computed without 
reference to Section 1301 is $5,178.68. Since this amount is 
$124.18 less than the tax figured under Section 1301, it will 
be the tax paid by Barrister. The example demonstrates that 
spreading back income to prior years does not invariably re-
sult in minimizing one's tax liability. The lower tax rates 
in 1954 as compared to 1951, 1952, and 1953, coupled with the 
fact that no part of the fee received in 1954 attributable 
to 1951 could be allocated to Barrister's wife, more than 
offset the possible advantages of better equalization of in-
come under Section 1301. However, a taxpayer entitled to use 
Section 1301, 1302, or 1303 would be unwise if he failed to 
ascertain by appropriate computations the tax effects of 
spreading back his long-term compensation or earnings. The 
saving will be most marked when one has relatively small in-
come during the years when the long-term work is being per-
formed and a substantial income in the year when the relief 
provisions may be availed of. Since Barrister had compara-
tively large income in all the years involved, he did not be-
nefit appreciably from using Section 1301. 
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III. Postponing the Realization o~ Taxable Income £y 
Use o~ the Installment Method 
A. Comparison o~ the Accrual Basis and Installment 
Basis ~or Reporting Income £r ~ Dealer 
1. Statement o~ Facts and Tables Showing Di~~erences in 
Tax Liabilities 
~ 
" Early in January, 1950 Peter Cooper started in 
business as a jobber o~ electrical appliances. The business 
was operated as a -sole proprietorship. This was his ~irst 
enterprise and the capital was provided by relatives and 
~riends who had con~idence in his ability as a salesman and 
as a manager. He had not ~iled an income .tax return ~or the 
year 1949 since the greater part o~ his income had come ~rom 
non-taxable G.I. bene~its. For the years 1950 to 1954 his 
bookkeeper prepared Cooper's individual tax returns on the 
accrual basis, reporting the income ~rom sales in the years 
when the sales were made rather than in the years when col-
lection took place. During the ~irst ~ew years o~ operation 
Cooper had been very liberal in allowing his customers time 
for payment, granting some customers up to ~orty months' 
time. However, in 1954 he changed his policy and now requires 
payment o~ all invoices within one hundred and twenty days. 
\thile reading a trade publication he recently came across 
some mention o~ the installment method of reporting income 
ff Fictitious name. 
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for tax purposes by those dealers regularly selling personal 
# property on the installment plan. Cooper wondered if there 
would have been a tax saving to him if the income from the 
business from 1950 through 1954 had been reported as cash 
had been collected rather than as sales had been made. There-
fore during the course of an audit early in 1955 Cooper re-
quested a public accountant to make a comparison of the to-
tal actual tax liability under each of these methods. 
An examination of the tax returns prepared on the 
accrual basis revealed the following facts concerning past 
operations: 
Net Sales $51,000 170,000 255,000 374,000 353,000 
Cost of Goods Sold 35,700 127,500 2041000 22~ 1 200 28g 1 000 Gross Profit $15,300 42,500 51,000 7 ,8oo 6 ,ooo 
Operating Expenses 131020 22 1 820 22 1820 22a620 37: 1820 Net Income $ 2, 280 19,680 21,180 35,180 30,180 
Gross Profit Rate 30% 25% 20% 20% 19.26% 
Other facts which affected Cooper's tax returns 
were as follows. In each year he had $250 income from the 
rent of his personal garage, was married, had two dependents, 
and elected to file a joint return. In 1950 he itemized his 
deductions, but in the other four years he elected to take 
the standard optional deduction since that exceeded the sum 
of his actual other deductions. This information is summarized 
# For tests to be applied to determine whether one is an in-
stallment dealer, see Marshall Bros. Lumber Co., 13 BTA 
1111. The three criteria are (1) frequency with which in-
stallment sales are made, (2) number of such sales, and (3) 
holding out to the public that such terms could be arranged. 
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as follows: 1950 1.2..21 1.2.2,g 12U ~ 
Net Business Income $ 2,280 19,680 21,180 35,180 30,180 
Garage Rental Income 220 220 220 250 220 
Adjusted Gross Income - 2,530 19,930 21,430 35,430 30,430 
Other Deductions: 
Itemized 300 
Standard - 10% of 
A.G.I. or $1,000, 
whichever is less 1,000 1,000 1,000 1,000 
Personal Exemptions 21400 2 1 400 2 2400 2 1400 2 1 400 
Net Taxable Income 0 16,530 18,030 32,030 27,030 
t above for married 
taxpayer filing 
jointly 8, 265 9,015 16,015 13,515 
Tax on t 2,088.75 2581.70 5824.40 4051.45 
X 2 X 2 X 2 X 2 !Ylultiply by 2 
Actual Tax Liability 4,177.50 5163.40 11648.80 ~102.90 
An examination of the Cash Receipts book revealed 
that collections "VTere made as follows: 
Year of Install- Cash Collected on Installment 
ment Sale in 1950 in 1951 in 1922 in 1923 
1950 $ 36,600 6,200 4,100 2,500 
1951 124,200 34,500 8,200 
1952 192,500 53,900 
1953 347,300 
Total $ 36,6oo 130,400 231,100 411,900 
Sales 
in 1~54 
1, 00 
3,100 
8,600 
26,700 
4o,ooo 
Application of the appropriate gross profit rates 
to the cash collections resulted in the following Schedule of 
Realized Gross Profit on Installment Sales: 
Realized G.P. on: in 19~0 in 1951 in 1922 in 1223 in 12~4 
1950 Sales $10,9 0 1,860 1,230 750 4 0 
1951 Sales 31,050 8,625 2,050 775 
1952 Sales 38,500 10,780 1,720 
1953 Sales 621460 ~ Total G.P. per yr. 10,980 32,910 48,355 83,040 ,315
The above figures formed t h e basis for the follow-
ing report which shows the tax liability per year as it \.YOUld 
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have been if the income from sales had been reported as the 
cash was collected: 
Tax Liability on Installment Basis 
Realized Gross Profit 
on Installment Sales 
Gross Profit from Re-
gular Sales ($353000 
less $285,000) 
Garage Rent Income 
Operating Expenses 
Net Operating Loss 
Deduction 
Adjusted Gross Income 
Other Deductions: 
Itemized 
Standard Optional 
Net Income (Loss) 
Personal Exemptions 
Net Taxable Income 
t above for married 
taxpayer filing 
jointly 
Tax on t 
Actual Tax Liability 
l2.21 
S10,98o 32,91o 48,355 83,o4o 8,315 
68,000 
250 250 250 250 250 (13,020)22,820)(29,820)(39,620) (37,820) 
(2.040) 
(1,790) 8,300 18,785 43,670 38,745 
{300) 
mo> (12000) £1.000) (1.000) (2,090) 7, 7 17,785 2,670 37,745 (2.400) (2.400) *2.400) (2.400) 5,070 15,385 0,270 35,345 
2,535 7692.50 20,135 17672.50 
$527.84 2096.45 8199.70 6036.25 
~~ 1055.68 4182.90 16399.40 12072.50 
The income-tax net loss in 1950 of $2,090 was reduced 
by the excess of non-business deductions ($300) over non-busi-
ness income ($250) in order to arrive at the correct net opera-
ting loss for 1950 of $2,040. No adjustments were required to 
convert the net operating loss into a net operating loss de-
duct ion. 
The accountant prepared the following summary table 
to submit to Cooper: 
Accrual Basis: 
Net Taxable Income 
Actual Tax Due 
1950 1951 
---
\~ 
0 ~ 16530 18030 32030 27030 
0 ,p 4177.50 5163.40 11648.80 8102.90 
Installment Basis: 
Net Taxable Income 
Actual Tax Due 
0 $5070 15385 40270 35345 
0 $1055.68 4182.90 16399.40 12072.50 
Total Net Taxable Income 
for years 1950-1954 
Total Taxes 1950-1954 
Accrual 
Basis 
$93,620 
$ 29' 092 .• 60 
Installment 
Basis 
• 
2. Factors Accounting for Variances in Tax Liabilities 
From the above table it is apparent that the net 
income sub~ect to tax for the five years is $ 2,450 larger un-
der the installment method than it is under the accrual basis ·. 
The reason for the discrepancy is twofold. First, in the year 
1950 the installment method resulted in a net loss so that 
Cooper obtained no benefit in that year from his $ 2,400 of ex-
emptions. Under the accrual basis he had $2,230 net income a-
gainst which to apply his exemptions, losing the benefit from 
them of only ~ 170. In the second place, in converting the in-
come-tax net loss for 1950 into a net operating loss, Cooper 
lost the benefit of the $50 excess of his 1950 non-business 
deductions over his 1950 non-business income. Moreover, the 
standard optional deduction for 1951 under the installment me-
thod was only $830, which was $170 less than the maximum stan-
dard deduction allowable in 1951 under the accrual method. 
3. Advantages and Disadvantages to Sole Proprietors of the 
Use of the Installment Method for Tax Purposes 
The above facts indicate a possible disadvantage to 
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sole proprietors and to partners in using the installment 
method. In the first and perhaps second years of operation, 
cash collections are apt to be small while expenses for such 
items as advertising, rent, and sales salaries may be high. 
Therefore taking up as income only the realized gross profit 
on installment sales may result in the first year in an ex-
cess of deductions over income, in other words, a net opera-
ting loss. As was shown above, a net operating loss is dis-
advantageous for two reasons. In the first place, no benefit 
is derived in the year of loss for the exemptions, and se-
condly, in converting the income-tax net loss into the net 
operating loss, such items as the long-term capital gain de-
duction and the excess of non-business deductions over non-
business income must be subtracted from the net loss accord-
ing to the tax return. On the other hand, when the first 
year's operations result in a substantial profit, the install-
ment method of reporting income may be a real advantage, in-
asmuch as a large tax may be due under the accrual basis, 
yet, since collections have not been completed on the majori-
ty of sales, there are insufficient working funds on hand to 
meet the tax payments. By reporting income from sales as the 
cash is collected, at least the money to meet the obligations 
to the government is currently available. 
A salient feature of all good tax planning is e-
qualizing net income over a period of years, insofar as that 
objective can be reconciled with the correct determination 
of periodic income according to generally accepted accounting 
principles. Thus, assuming no great change in tax rates, if 
a taxpayer's aggregate income for five years were $50,000, 
it would be far better tax-wise to have an equal annual net 
income of $10,000 than to have $2,000 the first year, $3,000 
the second, and $15,000 for each of the last three years. The 
explanation for this phenomenon lies, of course, in our pro-
gressive tax rates, whereby the rates rise as taxable income 
rises. Applying this principle to Cooper's tax returns, we 
observe that the accrual basis is more satisfactory than the 
installment basis. Under the accrual basis the range of net 
taxable income extends from a low in 1951 of $16,530 to a 
high of $32,030 in 1953, but under the installment basis net 
taxable income climbs from a valley of $5,070 in 1951 to a 
peak of $40,270 in 1953. Therefore, as a general rule, it may 
be stated that an expanding installment business may find the 
installment method of reporting income to be eminently satis-
factory in the early years, when tax liability is kept to a 
minimum, but quite burdensome in later years, when the de-
ferred income from earlier years' sales must be added to the 
realized income from an increased sales volume in the current 
year, thereby lifting the proprietor into the upper tax brac-
kets. The illustration brings this out quite clearly. Post-
poning some of the gross profit from the first three years' 
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installment sales to the fourth year would have placed Coo-
per in t h e 62% tax bracket in 1953. Under the accrual method 
the maximum rate to which his income was subject was only 
56%, in comparison to 62%. 
4. Tax Consequences of Switching from Installment to Accrual 
Basis 
The reader may perhaps wonder whether Cooper could 
use the installment method for the first two years and then 
change to t h e accrual basis. Such a change requires the per-
mission of the Commissioner, to whom application must be made 
within ninety days after the beginning of the year to be co-
vered by the return. At the time of the switch the taxpayer 
must pick up all the unreported income applicable to the in-
stallment sales of previous years. # Theref~re in 1952 Cooper 
would report as income all the net profit from 1952 sales 
($21,180), plus all the unreported income from sales made in 
1950 ($ 8,200 x 30%, or $ 2,460) and in 1951 ($45,800 x 25%, or 
$11,450), a total of $35,090. Such a changeover would be most 
undesirable since it would substantially increase Cooper 1 s 
adjusted gross income and would boost him into a considerably 
higher tax bracket. If such a change is contemplated, the 
time to make it is obviously when there is a minimum of out-
standing accounts and notes arising from installment sales, 
# Reg. 118, Sec. 39.41-2~ 
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since in that case t here will be little unreported income to 
absorb in the year of change·. 
5. Tax Effects of Changing from Accrual to Installment Basis 
a. For Taxable Years Prior to 1954 
vfuat would be the tax effects of a change in the op-
posite direction, that is, from t h e accrual basis to the in-
stallment method? For example, assume that Cooper had decided 
in 1953 to begin reporting income from installment sales as 
the proceeds were collected. He had already reported all the 
profit, both realized and unrealized, from all sales made in 
1950, 1951, and 1952. Nevertheless, for taxable years prior 
to 1954, the Code provided that no part of the income from in-
stallment sales which would ordinarily be reported as cash is 
collected may be excluded because of the fact that it had pre-
viously been reported under the accrual method·.# Therefore 
the net taxable income of Cooper and his actual tax liability 
under this hybrid system would work out as follows: 
1950 1221: §952 1953 12..5.1 
Net Taxable Income 0 ~16,530 1 ,030 40,270 35~ 
Actual Tax Due 0 $4177.50 5163.40 16399.40 12072.50 
Total Net Taxable Income for five years $110,175 
Total Taxes 1950-1954 $ 37,812.80 
Such a change as this would be extremely ill-ad-
vised. Merely by virtue of the change Cooper's net taxable in-
# 1939 I.R.C., Sec. 44(c); Reg. 118, Sec. 39.44-l(b) 
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come was increased $16,555 over what it was under the ordi-
nary accrual basis and *14,105 over what it was on the 
straight installment method. This regulation obviously re-
sulted in double taxation since profits already reported on 
the accrual basis had to be reported again when the cash was 
received if the taxpayer wished to change to the installment 
basis. The United States Court of Appeals twice held the 
double-tax feature of Section 44(c) to be a valid require~ 
# ment, once in the case of Tull and Gibbs, Inc. v. u.s. and 
a second time in the case of Jackson Furniture Co. v. !Yic 
Laughlin1# In the Tull and Gibbs case, decided in 1931, Cir-
cuit Judge Rudkin spoke the mind of the Court when he de-
clared, "Had the change from the straight accrual basis to 
the installment plan been mandatory, it might well be argued 
that Congress did not intend to impose a double tax. But it 
was optional with the Government to allow the change, and op-
tional with the taxpayer to accept it; and when the appellant 
exercised that option and filed the amended return, it accept-
ed the change with the burden imposed, so that the question 
of double taxation does not arise. The question may not be 
entirely free from doubt or difficulty, but we think it was 
correctly determined in the cases to which we have referred 
(Blum's, Inc., 7 BTA 737; Mayer and Co., 9 BTA 815)." 
.!1 ~#~Tull and Gibbs, Inc., 2 USTC 691, 48 F.(2d) 148. 
lf Jackson Furniture Co., 36-2 USTC 9453, 85 F.(2d) 606. 
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b. For 1954 and Subsequent Taxable Years 
The 1954 Internal Revenue Act grants some relief 
from the double taxation involved in a change from the accru-
al to the installment basis. From now on, when a dealer chan-
ges from the accrual to the installment basis, he must still 
report as income the gross profit element in all cash collec-
ted during the taxable year, but he may reduce his computed 
tax (but not below 0) by the lesser of the current year's tax 
or the tax paid in a past year attributable to amounts inclu-
ded in the current year's income which have already been ta-
ken up as income on past years' tax returns prepared and 
filed on the accrual basis·.# 
Therefore, if Cooper in 1954 aecided to change from 
the accrual to the installment method, he would report as in-
come for 1954 the same amount as shown previously in the 
Schedule of Tax Liability on the Installment Basis. Included 
in his adjusted gross income for that year of $38,745 was 
$8,315 of realized gross profit on prior years' installment 
sales, analyzed as follO\<TS: 
Profit from sales made in 1950 $ 480 
II 
" 
II 
" 
II 1951 775 
" 
II 
" 
II II 1952 1,720 
II 
" 
II tl 
" 1953 2.340 $8,315 
The next step is to determine how much of the tax 
paid in past years is attributable to the gross profit repor-
# I.R.C. Sec. 453(c) 
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ted in those past years which is again included in the cur-
rent year's gross income. Also the taxpayer must determine 
hoi'f much of the current year's tax liability (based on the 
entire realized gross profit) is attributable to the gross 
profit realized this year on prior years' installment sales. 
He then compares the two results and may subtract from his 
current year's tax bill the lesser of the two, with the pro-
viso that his tax bill may not be reduced below zero, i.e., 
to a negative figure. The formulas to use are as follows: 
First computation: 
Realized Gross Profit in current Tax paid in 
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-""'Y..::e;.;;a~r~__,;o::;.:n=--p~a:=.;:;.s-=t__.,_y-=e;.;;.a:;.;::r;....,'~s==-=i=n:,::.s=-t..::.a;;,;;:;l=lm=-=e:.::.:n:;.;:t:_._:s:;.;:a;;.:l:.e;:;..s::. x prior year on 
Gross Income of Prior Year that year's income 
Second computation: 
Realized Gross Profit in current yr. 
on prior year's installment sales x 
Gross Income of Current Year 
Tax due on current 
year's income be-
fore reductions 
The amount of the deduction from current year's taxes is the 
lesser of the above computations. Gross income is taken to 
mean gross profit from sales and other types of taxable in-
come, undiminished in the case of an individual taxpayer by 
the deductions for adjusted gross. 
Cooper's tax liability for 1954 including all the 
gross profit from installment sales realized in 1954 is 
$12,072.50. To determine how muCh reduction of tax he might 
claim by reason of the switch from the accrual to the install-
ment basis, he would need to perform the following calcula-
tions: 
Year 1950: 
Amount of 1950 tax attributable to G.P. from 
1950 Installment Sales realized in 1954 
$480 $15,550 X O:: Q 
Amount of 1954 tax attributable to G.P. from 
1950 Installment Sales realized in 1954 
$480 . £~ 12,072.50 -= $75.68 $7b,Sb5 X 
Tax reduction in respect of 1950 item is o. 
Year 1951: 
Amount of 1951 tax attributable to G.P. from 
1951 Installment Sales realized in 1954 
~ 775 X $4,177.50 ::. $75.73 
$42,750 
Amount of 1954 tax attributable to G.P. from 
1951 Installment Sales realized in 1954 
$775 X $12,072.50 ==- $122.20 
:~7b,Sb5 
Tax reduction in respect of 1951 item is $75.73. 
Year 1952: 
Amount of 1952 tax attributable to G.P. from 
1952 Installment Sales realized in 1954 
$1,720 X $5,163.40 = ~ 173.28 
$51,250 
Amount of 1954 tax attributable to G.P. from 
1952 Installment Sales realized in 1954 
Tax reduction i~ respect of 1952 item is $173·. 28. 
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Year 1953: 
Amount of 1953 tax attributable to G.P. from 
1953 Installment Sales realized in 1954 
$5,340 X $11,648.80 =- $828.64 
$75,050 
Amount of 1954 tax attributable to G.P. from 
1953 Installment Sales realized in 1954 
$5.340 X $12,072.50 -:::.$ 841.99 $7b,56"5 
Tax reduction in respect of 1953 item is $828.84. 
The total tax reduction 
for 1950 item 
for 1951 item 
for 1952 item 
for 1953 item 
is therefore: 
$ 0 
75.73 
173.28 
828.84 
$1,077.85 
The actual tax liability for 1954 is consequently 
$10,994.65, i.e., the 1954 tax using the installment basis 
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of reporting income $12,072.50 less above adjustment $1,077.85. 
The total taxes which would have been paid by Cooper had he 
changed from the accrual to the installment basis in 1954 
would have amounted to $31,984.35, as shown by the following 
schedule: 
1950 tax -
1951 tax -
1952 tax -
1953 tax 
1954 tax -
accrual basis 
accrual basis 
a.ccrue.l basis 
a:ccrual basis 
installment basis 
$ 0 
4,177.50 
5,163.40 
11,648.80 
10,9~4.65 $31,9 4.35 
On the straight accrual basis Cooper paid total tax-
es for the five-year period of $29,092.60. The switch to the 
installment method in 1954 would have meant an additional 
$2,891.75 liability. Apparently then the 1954 revision re-
lieves to some extent but does not completely eliminate the 
double taxation of certain income when a change is made from 
the accrual to the installment basis of reporting income. 
The method outlined above for determining the amonnt of tax 
attributable to an item fails to take into account the fact 
that the gross profit realized in the current year which was 
previously reported in the year of sale was subject to tax 
in that prior year at the highest rates applicable to the 
taxpayer and perhaps the inclusion of such amounts in prior 
years• returns even boosted the taxpayer into a higher tax 
bracket. A method which would more effectively eliminate the 
double taxation feature would be to reduce the current 
year's tax by the total of the differences between the tax 
paid in prior years and the tax which would have been due 
in prior years excluding the amount of gross profit on prior 
years' sales reported again in the current year. In Cooper's 
case the reduction under this method would be as follows: 
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Tax on Accrual Basis 
including G.P. again 
reported in 1954 
Tax on Accrual Basis 
excluding G.P. again 
reported in 1954 
Difference 
1~50 
1951 
1952 
1953 
0 
$4,177.50 
5,163.40 
11,648.80 
0 
$3,918.50 
4,509.80 
8,883.20 
0 $ 259.00 
653.60 
2,~65.60 
~~ 3, 78.20 
Cooper's tax bill for 1954, if the reduction were 
figured by the above method, would be $12,072.50 less $3678.20, 
or ~ 8,394.30. This amount added to the total taxes paid on 
the accrual basis from 1950 to 1953 would produce a total 
tax liability for the five years of $29,384. The tax penal-
ty involved 1n the switch to the installment method in this 
case is therefore only $291.40, substantially less than the 
$ 2, 891.75 additional tax imposed when the tax reduction is 
calculated according to the method prescribed by the 1954 
Code. As one accountant says of this particular amendment 
in the 1954 Code, "Gross income is an extraneous factor and 
substantially reduces the relief afforded. A more equitable 
method of determining the adjustment should have been provi-
ded.n* 
-6. Use of Installment Method of Income Reporting £I a Cor-
poration 
If Cooper's business had been organized as a cor-
poration and if the corporation, instead of Cooper, had re-
ceived the $250 a~~ual rental income, would the tax conse~ 
quences of the installment method versus the accrual basis 
have been similar? Yes, the corporation would also have pro-
fited tax-wise from reporting on the accrual basis over the 
course of the five years, for the reason that the install-
ment method resulted in deferring a substantial part of the 
gross profit on sales made in low-tax years to future years 
when corporate tax rates were considerably higher. The follow-
* -24, p. 327. 
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ing schedule, which shows rirst the upward trend of corpora-
tion tax rates, presents the dirference in tax liability: 
1950 1951 1952 1953 1954 
Corporation tax rates: 
on all normal-tax 
28314% net income 23% 30% 30% 30% 
on surtax net income 
over $25,000 19% 22% 22% 22% 22% 
Accrual Basis: 
Net Taxable Income $2530 $19,930 21,430 35,430 30,430 
Actual Tax Bill 581.90 5729.88 6,429 12923.60 10323.60 
Installment Basis: 
Net Taxable Income ($1790) 8,550 18,785 43,670 38 745 2~§8.13 5635.50 17208.40 14647.40 Actual Tax Bill 0 
Accrual Basis: 
Net Taxable Income 
Total Actual Taxes 
Installment Basis: 
Net Taxable Income 
Total Actual Taxes 
Totals 
$109,750 $ 35,987.98 
$109,750 $ 39,949.43 
Because of the hike in tax rates the tax due under 
the installment method was $3,961.45 greater than that due un-
der the accrual system. or course, the long-term trend of tax 
rates is not something which can be readily foreseen and 
planned for, so that the disadvantage shown above of using the 
installment method ror reporting income may be said to be due 
to purely external ractors - changes in tax rates - rather 
than to any inherent danger in the installment method. If tax 
r ates had declined over the five-year period, the corporation 
would have benerited from the dererment or income to low-tax 
years. 
Moreover, even though corporations are not subject 
to progressive tax rates as are individuals, small corpora-
tions still may benefit by equalizing net income over a pe-
riod of years rather than reporting small profits for several 
years and a relatively large profit in one year. Insofar as 
either the accrual method or the installment method better 
accomplishes this equal spreading of income for a particular 
business, it merits consideration. The reason why small cor-
porations benefit from equalization of income is that the 
first $25,000 of annual profits is, under current law, exempt 
from surtax. Corporation A, reporting $26,000 net income for 
each of the years 1950 to 1954, gets five surtax exemptions 
and therefore only $5s000 of its net income is subject to the 
additional tax. Corporation B, on the other hand, reporting 
$24,000 net income in each of the years 1950 to 1953 and net 
profit of $34,000 in 1954, gets the advantage of only one sur-
tax exemption and must pay surtax on $9,000 of its profits, 
even though it has exactly the same aggregate income for the 
five years as does Corporation A ($130,000). For a well-esta-
blished business the installment method may produce more near-
ly equal income, because the amount of cash collected in each 
of several years is probably subject to less variation than 
the annual sales volume over a like period of time. 
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B. Installment Method of Reporting Gain from 
Sale of Real Property and Casual Sale of Personalty 
1. Need for Relief ~ Taxpayers 
It is a fairly common occurrence in the world of 
business for individuals or businesses to sell property, 
not of an inventoriable nature, on the installment plan, 
that is, to agree to accept a cash down-payment and the ba-
lance in notes or other obligations of the purchaser. Be-
cause such sales would not be of a recurring nature for the 
same individual and because the property sold could not qua-
lify as property sold in the regular and ordinary course of 
the seller's business, the seller could not call himself an 
installment dealer and therefore could not obtain for h~m-
I 
self the possible benefits accruing to a dealer reporting 
income on the installment basis. To deny such sellers all in-
stallment benefits would be unfair and might work a real e-
conomic hardship upon them. For instance, if A sells stock 
in 1953 for $12,500 which had cost him $5,000 in 1940 and in 
the year of sale receives $500 cash and the balance in pro-
missory notes to be paid over the course of the next three 
years, he has a long-term capital gain of $7,500, upon which 
the maximum tax at 26% in 1953 was $1,950. If A is obligated 
to report the entire gain in the year of sale, then he is 
faced with the problem of finding cash to pay his tax bill. 
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In 1953 he has received only $500 from the sale, yet he owes 
a tax of nearly four times that amount. 
2. General Requirements for Use 
In order to prevent such inequities as were cited 
above, Section 45~(b) of the 1954 Internal Revenue Code # pro-
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vides relief for those individuals, partnerships, and corpora-
tiona which make sales of real property or occasional sales of 
personal property on the installment plan, if certain condi-
tiona are carefully observed. For a sale of real property to 
qualify, whether the sale is made by a dealer or non-dealer, 
the "initial payments" must not exceed thirty per-cent of the 
selling price. This same condition applies also to a casual 
sale of personal property on the installment plan, with the 
further provisos that the property must be other than invento-
ry property and the selling price must be more than $1,000. 
If the conditions cited above are met, then the a-
mount to be reported as income each year is that proportion 
or amount of the payments received during the year which the 
gross profit bears to the contract price. Quite naturally 
such rules provoked considerable amplification and definition 
and resulted in a number of cases before the courts. Ques-
tiona which suggest themselves are: 11What are initial pay-
ments?" "How is the gross profit determined?" "What is meant 
# Section 44(b) of the 1939 Internal Revenue Code 
80 
by 1 contract price 1 ? 11 Before answering these technical ques-
tions, it is well to point out that, in cases where the ini-
tial payments, as defined, exceed thirty per-cent of the 
selling price, the seller may use the deferred payment method 
of reporting gain on the sale if the fair market value of 
the purchaser 1 s obligations at the date of sale is somewhat 
less than their face value. More will be said of this method 
later. 
3. Items to be Included in 11 Initial Payments 11 
Inasmuch as the right to use the installment method 
turns upon the amount of the "initial paymentsn, a clear un-
derstanding of this term is important. According to the 1926 
Code, the installment method of reporting gain on the sale of 
real property or the casual sale of personal property could 
not be used if the initial payments were more than twenty-
five per-cent of the selling price, while the 1928 and 1932 
Acts raised the maximum allowable percentage to forty per-
cent, thereby making the installment method of income report-
ing more widely applicable. The percentage which has been in 
./.!. 
force since January 1, 1934 is thirty per-cent.~ This means 
that if the selling price of some property is $10,000, the in-
stallment method may be used for reporting gain for tax pur-
poses provided that no more than $3,000 is received as ini-
tial payments in the year of sale. In general, the term 11 ini-
# I.R.C. Sec. 453(b) 
tial payments" means cash or property received during the 
taxable year of sale but not evidences of indebtedness of 
the purchaser, even when these notes are sold or disposed of 
in the year of sale.# However, the installment provisions 
are not available if all the notes received from the vendee 
are sold in the taxable year of sale. Neither a mortgage 
assumed by the buyer, nor a mortgage to which the property 
is subject when purchased is to be included in the "initial 
## payments", although under prior law the reverse was true. 
However, if the face of the mortgage note exceeds the basis 
to the vendor of the property, that excess must be included 
in the ninitial payments".### 
There must also be included in the initial pay-
ments any other liens or accrued interest or taxes which 
are in effect or directly assumed by the purchaser, to the 
extent that they are discharged in the seller's taxable year 
of sale. #### However, if the purchaser does not pay these 
liens wi~hin the seller's year of sale, then they are not 
included in the initial payments and may not be deducted by 
the seller in the year of sale-. ##### Payments made by the 
purchaser prior to the year of sale must also be included in 
the initial payments, as for example prior earnest money de-
~~Robinson v. Corn'r., 4 USTC 1363, 73 Fed.(2d) 769. 
11"1f.uReg. 118, Sec. 39-.44-2(c) ####~.uCom'r. v. Schneider, 2USTC 684, 47 Fed.(2d) 1006. 
/JJ.7f1f ,Wagegro Corp., 38 BTA 1225. 
##### Katherine H. Watson, 20 BTA 270, CCH Dec. 6180 (acq.) 
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posits and option payments which are applicable to the pur-
chase price. # Cash or property placed in escrow upon the sale 
of property is not a part of the initial payments unless it 
is freed from escrow and made available to the seller in the 
## year of sale. In one case the escrow agent was instructed 
to release to the seller one-fifth of the sales proceeds 
each year, provided that the seller had not entered into a 
business which would compete with the one which he had sold. 
Even though the seller had the power to invest and reinvest 
the funds placed in escrow, such funds were still not consi-
dered "initial payments" and the vendor was entitled to use 
the installment method in reporting his gain. ### 
If the buyer cancels certain of the seller's in-
debtedness to him, that cancellation must be considered as 
part of the initial payments received by the seller. If notes 
of third parties are part of the purchase price, they must 
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"### be included in initial payments at their fair market value. ff 
Any provision for interest on the notes made by the purchaser 
are excluded from initial payments, since it is only payments 
on principal which are considered. 
The above rules have occasionally been modified by 
the courts in applying the doctrine of "constructive receipt". 
~#Waukesha Malleable Iron Co. v. Com., 67 Fed. (2d) 368. 
',/ , ,Gibbs and Hudson, Inc., 35 ETA 205, CCH Dec. 9538 (acq.) 
ff#· ##· ,##,E. J. Murray, 28 ETA, CCH Dec. 8151 (acq.) 
if G.C.M. 11846, XII-1 CE 113. 
~ 
In one very interesting case# a taxpayer sold shares of stock 
for $965,000, receiving in the year of sale a cash payment of 
$74,000 from the buyer. Also in the year of sale a creditor 
who was a party to the transaction paid the seller $280,000 
cash and cancelled a prior debt of the seller for $150,000. 
In return for this consideration the vendor gave to the credi-
tor his notes for $430,000, payable only out of subsequent 
collections from the buyer of the stock. It was the decision 
of the court that the initial payments included not only the 
$74,000 cash received from the buyer but also the sum repre-
sented by the notes, and since that total equalled more than 
fifty-two per-cent of the selling price, the seller could not 
avail himself of the installment method in reporting his 
gain. The court reasoned that the vendor had constructively 
received the $430,000 inasmuch as he might never be called 
upon to pay the notes in the event that the buyer should de-
fault on subsequent payments. 
In another case on this point the buyer placed upon 
the property a second mortgage with someone other than the 
seller. The seller received cash from the mortgagee and in 
turn gave its bond as collateral for payment of the loan. The 
The Court of Appeals ruled that the amount received by the 
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vendor from the mortgagee must be included in the initial pay-
ments.## Similarly, a corporation which built and sold resi-
##James Hammond, 1 TC 198, CCH Dec. 12,899. 
Shubin v. Com., 67 Fed.(2d) ~99. 
dences was denied the use of the installment method of re-
porting gain on sales because, in the opinion of the court, 
it failed to meet the initial payments test. In this case the 
buyers of the homes made small down payments and financed the 
remainder with a building and loan association. The associa-
tion turned over part of the proceeds of the mortgage loan to 
the seller and ret~ined the balance until an equal amount was 
received from the buyer. That part of the mortgage which the 
builder received in the year of sale was deemed to be part of 
the ''initial payments". 
4. Method of Computing Gross Profit 
The gross profit is the difference between the total 
selling price, which includes any mortgages or liens assumed 
by the buyer or to which the property is subject, and the cost 
of the property sold, which is the basis of the property in 
the hands of the vendor. The Regulations specify that the pro-
fit is to be determined in the same way as gain or loss is 
computed under Code Section 1001·. This means that a real es-
tate dealer who sells property on the installment plan would 
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deduct expenses · of the sale as operating expenses, while a non-
dealer selling real or personal property on the installment 
plan would immediately subtract those expenses from the sell-
ing price to arrive at the gross profit. # Thus, if two identi-
# E. P . Greenwood, 34 BTA 1209, Deo. 9505 (acq.) 
cal pieces of property having the same cost basis were sold 
for the same price and expenses of each sale were $2,000, the 
sale by a dealer would result in a gross profit of $2,000 more 
than would the sale by a non-dealer. Although expenses and 
losses may never be reported on the installment plan since 
they are not incident to the collection of cash, # in this one 
instance of the casual sale of property by a non-dealer ex-
penses attributable to the sale are in effect spread over the 
entire period of cash collections. 
One prominent accounting author declares that the 
ideal procedure in all installment sales would be to treat 
all the expenses of the sale, including estimated collection 
expenses, as immediate deductions from the selling price in 
'i~ 
arriving at the gross profit to be realized. From an account-
ing viewpoint, this is admittedly the most effective way of 
matching reported revenue with those costs incurred in the 
earning of that revenue. Certainly, in the case of a dealer, 
to report only a small fraction of the gross profit from an 
installment sale in the year of sale and at the same time to 
deduct one hundred per-cent of the selling expenses does not 
result in the most accurate determination of net income for 
the year. However, because it is difficult to estimate pre~ 
cisely future collection expenses and because such expenses 
# Darwin D. Martin v. Com•r.,, 61 Fed.(2d) 942, 3 USTC 997 
(1932). 
* 11, pp. 369-370. 
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tend to be incurred year after year by installment dealers, 
* accountants have sanctioned a practice which the Bureau 
of Internal Revenue requires, namely, the deduction in the 
year of sale of all expenses attributable to installment sales 
by dealers in either real or personal property. # 
5. Contract Price - Its Meaning and Importance 
The contract price is another term with which the 
## 
installment seller must be familiar. It is the total amount 
which the seller is to receive, either actually or construc-
tively (as where the buyer agrees to pay for the seller the 
property taxes accrued to date of sale). The contract price 
does not include an existing mortgage due in subsequent years 
except to the extent that the mortgage exceeds the seller's 
basis of the property sold. However, if a vendor after having 
sold property but still retaining the title places a mortgage 
upon the property with the expectation that the mortgage will 
be assumed by the purchaser once his indebtedness has been re-
duced to the amount of the mortgage note, the assumption of 
the mortgage by the buyer is held to be the receipt of a like 
amount of cash by the seller. Consequently, such a mortgage 
*i} 
would be included as part of the contract price. Also the 
selling price and the contract price would be identical in 
-lf-
Jl. 7, p. 137. 
~.tJ.Reg. 118, Sec. 39-.44-l(b) 
~~ Reg. 118, Sec. 39 -.44-2 (c) 
11, p. 369. 
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a situation such as the following. A large tract of land, 
subject to a mortgage, is split into smaller lots and each 
lot is sold subject to the condition that the seller will se-
cure the release of the lot from the mortgage as soon as a 
specified percentage of the selling price has been paid. In 
this case the seller expects to receive the full amount of 
the selling price, not the selling price less the mortgage, 
and he then intends to use the sales proceeds to reduce the 
* amount of the mortgage. 
As an explanation of the "contract pricen consider 
the following example. Mr. Dee sold personal property which. 
had cost him $ 20,000 for $50,000, a chattel mortgage of 
$ 25,000 being assumed by the purchaser. The seller received 
a cash do\~ payment of $5,000 in the year of sale and two 
notes, each for $10,000, one falling due a year from the date 
of sale and the second falling due two years from that date·. 
If the profit from the transaction were reported in the year 
of sale, the amount of taxable income would be $30,000. If 
the sale were reported on the installment basis and the ratio 
used were the ratio of gross profit to selling price, income 
from the sale would be reported as follows: 
1st year 
2nd year 
3rd year 
* 11, p. 370. 
~~Wl Rec 1 d. 
w10,000 
10,000 
10,000 
Rate 
X b5% 
X 60% 
X 60% 
Realized G.P. 
~~ 6· 000- -
'H' _ , 
6,000 
6,000 
$18,000 
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Notice that, by using the above ratio, $12,000 
actual profit is never reported. To eliminate this possible 
loophole, the Regulations provide that the rate to apply to 
collections is the percentage of gross profit to the con-
tract price, not 1to the selling price. In this case the con-
tract price consists of the $5,000 down payment, the $20,000 
of notes issued by the buyer, amd the $5,000 excess of the 
mort'gage over the basis to the vendor of the property sold, 
a total of $30,000. Using the correct ratio results in the 
following return of income: 
1st year 
2nd year 
3rd year 
Cash Rec 1 d. 
""'ll5,ooo 
10,000 
10,000 
X 
X 
X 
Rate 
100% 
100% 
100% 
Realized G.P. 
$10,000-
10,000 
10,000 
$30,000 
In both the above computations the payments received in the 
first year included the $5,000 cash down payment plus the 
$5,000 excess of the mortgage assumed over the vendor 1 s cost 
basis. 
The installment method of reporting gain on casual 
sales is not available if all of the purchaser 1 s obligations 
are disposed of to other parties in the year of sale. Also, 
for years prior to 1954, the use of the installment method 
was denied when no payments in cash or other payments were 
received in the year of sale, although a purely nominal pay-
ment of $ ~.00 was held to be sufficient to establish the 
seller 1 s right to use this special method of reporting in-
88 
come. However, for the year 1954 and subsequent taxable year~ 
no payment need be received in the year of sale. # A decision 
to use the installment method for reporting a gain on a par-
ticular sale of real or personal property is binding and may 
## 
not later be revoked, but the fact that one such casual 
sale is reported on the installment method does not preclude 
treating other similar sales on the cash or accrual basis~ ### 
In order to bring into sharp focus the many rules discussed 
up to this point, the following paragraphs contain a compre~ 
hensive illustration of the sale of real property on the in~ 
stallment plan. 
6. Comprehensive Illustr ation of the Sale of Real Property 
.Q!! the Installment Plan 
The General Service Corporation has decided to re-
strict its operations and accordingly the board of directors 
moved that a medium-size sub-assembly factory and the land on 
which it is located be sold. The land was purchased in 1925 
at a cost of $15,000 and the building was constructed in 1926 
and 1927 at a cost of $100,000. Subsequent improvements and 
extraordinary repairs of the building in the amount of $7,500 
have been capitalized. The accumulated depreciation to the 
date of sale, August 1, 1953, is $65,600, so that the book 
~~1954 I.R.C., Sec. 453(b) 
#rr U. S. v. H. A. Kaplan, 38-1 USTC 9287, 304 US 195. 
~acifiu Nat'l. Co. v. WelSh, 38-1 USTC 9286, 304 US 191. 
#- G.C.M. 3350, VII-1 CB 62. -
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value of the building to the corporation is $41,900. The 
corporation has borrowed $60,000 on a long-term mortgage note 
from the bank and as collateral on the note has executed a 
mortgage deed on the building and land. The officers of the 
corporation were fortunate in locating another company which 
found the factory building we£1 suited for its purposes and 
was therefore willing to pay $100,000 for the property. The 
contract of sale called for the buying corporation to assume 
the $60,000 mortgage note liability, to make a $10,000 do'in 
payment, and to execute five notes of $6,000 each for the un-
paid balance, two of which will fall due in 1954 and the re-
maining three in 1955. The buying corporation has also agreed 
to pay delinquent mortgage interest of $1,200 and five-
twelfths of the 1953 real estate taxes which became a lien on 
the property on February 1, these taxes amounting to $goo·. 
The buyer paid the taxes to the city on September 1 and the 
interest to the bank on February 1, 1954. After having made 
the follow·ing computations, the General Service Corporation 
decides to report the gain from the sale by the installment 
Selling Price: 
Cash Down Payment 
Notes of Buyer 
Mortgage Assumed by Buyer 
Taxes Paid by Buyer 
Interest Paid by Buyer 
Total 
Cost Basis to Vendor of 
Property Sold 
Gross Profit on Sale 
$ 10,000 
30,0001 
60,000 
900 
1,200 
$102,100 
56,900 $ 45,200 
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fore 100%. 
Contract Price: 
Cash 
Notes 
Excess of Mortgage ($60,000) 
over Basis of Property ($56,900) 
Taxes Paid by Buyer 
Interest Paid by Buyer 
Total 
$10,000 
30,000 
3,100 
900 
1,200 
$45,200 
Ratio of gross profit to contract price is there-
Initial Payments: 
Cash 
Excess of Mortgage over Basis 
Taxes Assumed 
$10,000 
3,100 
900 
$14,000 
Ratio of initial payments to total selling price 
is 14.6%. Since this is less than thirty per-cent, the in-
stallment method may be used. 
Amounts rec'd. in 1953 
Gain reported on Schedule D 
(Sec. 1221 capital asset) 
Amounts to 
Notes 
Interest 
Gain to be 
be rec'd. in 1954 
$12,000 
Paid by Buyer 1,200 
reported on Schedule D 
Amounts to be rec'd. in 1955 
Notes 
Gain to be reported on Schedule D 
$14,000 
$14,000 
13,200 
13,200 
18 ,000 
18,000 $ 45,200 45,200 
The General Service Corporation may deduct in 1953 
the taxes assumed by the purchaser since the taxes became a 
lien against the property at the time when title to the pro-
perty rested with the seller. However, the vendor company may 
not deduct in 1953 the delinquent interest paid by the buyer 
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but must wait until 1954 to deduct this amount ·. If the to-
tal profit from the sale had been reported in 1953, then the 
seller could have deducted in that year both the taxes and 
interest assumed by the purchaser~ 
7. The Installment Method of Reporting Gains from the Sale 
2r Exchange of Capital Assets 
a. Advantages to Individual Taxpayers 
A taxpayer who has sold or exchanged a capital as-
set at a gain and who receives no more than thirty per-cent 
of the selling price in the year of sale may report his capi-
tal gain on the installment method, provided also, of course, 
that in the case of personal property the selling price ex-
ceeds $1,000·. If a taxpayer so elects, he will report on 
Schedule D each year that proportion of the cash collected 
on the sale during the year which the gross profit on the 
sale bears to the contract price. A very important point in 
this regard is that the capital gains law in the year of col-
lection rather than the law of the year of sale is governing 
in such a case·.# Therefore some effective tax planning can 
sometimes be done if one has sold a capital asset on the in-
stallment plan and has knowledge of a forthcoming change in 
the tax law relative to capital gains and losses·. 
A person in the lower income brackets may have more 
# Snell v. Com., 97 Fed.(2d)891, 21 A.F.T.R. 608. 
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to gain from using the installment method pf reporting pro-
fit on capital asset transactions than a person who would 
use the alternative method of computing his tax liability, 
according to which the excess of net long-term capital gains 
over net short-term capital losses is taxed at a maximum 
rate of 25% (26% in years prior to 1954). To illustrate the 
point, let us say that a taxpayer who is single has an annu-
al income from salary and wages of $6 ,ooo·. In 1952 he sells 
for $18,000 stock which he had received as a gift in 1948. 
The cost of the stock to the donor was $3,000, and this fi-
gure became the donee 1 s basis·. The seller receives LTl pay-
ment $ 2~000 cash and four promissory notes of the purchaser 
for the balance·. These notes will come due respectively on 
January 31, 1953, July 31, 1953, January 31, 1954, and July 
31, 1954'. This taxpayer had no other capital asset transac-
tions in 1952, 1953, and 1954. If he reported all the gain 
from the sale of the stock in 1952, the year of sale, his tax 
liability for the three years would be computed as follows: 
~ ~ 1954 Total Salary $ ' 0 $ ' 0 $6,ooo Net Gain from Capital 
Asset Transactions 7,500 
Adjusted Gross Income $13,500 $6,ooo $6,ooo 
Standard Deduction 11000 600 600 
Net Income $12,500 $5,400 $5,400 
Personal Exemption 600 600 600 
Net Taxable Income ~ 11,900 ~4,8oo $4,800 
Actual Tax Liability 3,754 1,168 $1,048 $5,970 
If the taxpayer availed himself of the installment 
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method treatment of the sale of stock, he would report capi-
tal gain from the sale in proportion to the cash he received 
in each of the years 1952, 1953, and 1954·. The selling price 
and contract price are both $18,000, the gross profit on the 
sale is $15,000, and the percentage of gross profit to con-
tract price is 15/18, or 5/6. The taxes for the three years 
would consequently be determined as follows: 
1952 12.22 1954 
Salary $6,000.00 $6, ooo·.oo $6,ooo·.oo 
Long-term Capital Gain 
Cash Rec 'd .• x Rate 
"""'f2, 000 X 5Tf) 1,666.67 
8,000 X 5/6 6,666.67 
6 :666:66 8,000 X 5/6 
L.T.C.G. Deduction (!) (833 '.33) ~3 1 333.34) (31333.33) 
Adjusted Gross Income $6,833.34 9,333.34 $9,333'.33 
Standard Deduction 683'.33 ~33.22 ~33.33 
Net Income ;~ 6' 150.01 $8,oo .01 $8, oo·.oo 
Personal Exemption 600.00 600.00 600.00 
Net Taxable Income ¥5,550.01 ~ 7, 8oo·.o1 , 7,800.00 
Actual Tax Liability 1,385.50 2,128.00 1,900.00 
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Total taxes under the installment method amount to 
$5,413-.50, thus resulting in a tax saving for the three-year 
period of $556.50. Three factors account for this substantial 
tax saving: 
(1) Under the installment method net income 
was more nearly equalized, thereby avoiding 
the higher surtax rates~ 
(2) On the accrual basis the standard deduction 
in 1952 was limited to $1,000. On the in-
stallment method this limitation did not have 
to be considered and therefore the taxpayer 
was entitled each year to a deduction equal 
to a full ten per-cent of his adjusted gross 
income. 
(3) By the installment method more income was 
deferred to 1954, a year when tax rates were 
lower than in 1952 and 1953. 
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Another single taxpayer having an annual ordinary 
income of $18,000 who had the same capital gain on an install-
ment sale transaction as the previous taxpayer would not have 
any obvious tax saving from using the installment method of 
reporting gain, aside from that reduction resulting from the 
change in rates. The reason is that this taxpayer's net in-
come less exemptions in each year is taxed at rates in excess 
of 52% in 1952 and 1953 and in excess of 50% in 1954. For 
that reason the taxpayer should choose the alternative method 
of computing his tax so that the maximum tax on the excess of 
his net long-term capital gain over net short-term capital 
loss will not exceed 26% in 1952 and 1953 and 25% in succeed-
ing years. The following schedules show the taxpayer's compu-
tation of tax liability under the alternative method: 
Accrual Basis 
1952 
Ordinary Income $1~0 
Long-Term Capital Gain 15,000 
L. T.C.G. Deduction (! } (7,500) 
Adjusted Gross Income $25,500 
(carried forward) 
$18,000 
d! ~95~ wl , 0 
$I8,ooo 
Accrual Basis (cont.) 
1952 1953 1954 
Adjusted Gross Income $25,500 $18,000 $18,000 
Standard Deduction 1,000 1 1 000 . 1 1 000 Net Income $24,500 $17 ,ooo $17,000 
Less 50% of L.T.C.G. 7 1 200 
Net Ordinary Income $17,000 
600 600 600 Exemptions 
Net Income less Exemption l l6,4oo $16,4oo $16,400 
Partial Tax (on above) 6,040 
Capital Gains Tax -
26% of $15,000 3.9go 
Actual Tax Liability $ 9,9 $ 6,040 $ 5,400 
Installment Basis 
Ordinary Income 
Long-Term Capital Gain 
L.T.C . G. Deduction (t ) 
Adjusted Gross Income 
Standard Deduction 
Net Income 
Less 50% of L.T.C.G. 
Net Ordinary Income 
Personal Exemption 
Net Taxable Ord. Income 
Partial Tax (on above) 
Capital Gains Tax: 
26% of ~1,666~67 
26% of ~6,666.67 
25% of $6,666.67 
Actual Tax Liability 
1952 1953 ~ 
$18,000~00 $18,000.00 $18,000.00 
1,666.67 6,666.67 6,666.67 
( 8 3 3 • 3 3) ( 3 1 3 3 3 • 34) ( 3 t 3 3 3 e 34) 
$18,833.34 $21,333.33 $21,333.33 
1,000.00 1,000.00 1,000~00 
$17,833.34 $20,333.33 $20,333.33 
833.34 3,333.33 3 1 333.33 $17,000.00 $17,000.00 $17,000.00 
600.00 600.00 600.00 
$16 1 4oo.oo $16 1 4oo.oo $16 14oo.oo $ 6,o4o.oo 1 6,o4o.oo 1 5,4oo~oo 
433.33 
1,733.33 
1,666.68 $ 6,473.33 $ 7,773.33 $ 7,066.68 
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Reporting the gain on the accrual basis results in 
total taxes for the three-year period of $ 21,380, while the 
use of the installment method produces a total tax liability 
of $21,313.34. The apparent saving from using the installment 
method is consequently $66.66, which is equal to exactly one 
per-cent of the $6,666.67 long-term capital gain reported 1n 
1954, when the effective tax rate on capital gains was reduced 
from 26% to 25%. More important ~han this saving, however, is 
the fact that the 1952 tax bill of the taxpayer using the 
installment basis is $3,466.67 less than the comparable tax 
bill of the accrual-basis taxpayer. The installment-basis 
taxpayer has the use of $1,733.33 (the difference between 
the 1953 tax bills of $7,773.33 and $6,040) for one yea r 
longer than has the accrual-basis taxpayer, and the use of 
$1,666.68 (the difference in 1954 tax bills of $7,066.68 and 
~ 5,400) for two years longer than has the accrual taxpayer. 
If the installment-basis taxpayer invested this cash in tax-
free municipal bonds carrying an interest rate of 2t%, then 
in addition to the apparent ~ax saving of $66.66 above, he 
has gained from the longer use of his own money: 
$1,733.33 X 2}% X 1 yr. 
$1,666.68 x 22 % x 2 yra. 
~ 43.33 
~ .. 83. 31f 
$126.67 
Thus far the discussion has been limited to single 
taxpayers filing separate returns. Would a married taxpayer 
filing jointly with his wife and having the aforementioned 
capital asset transaction derive any benefit from the use of 
the installment method for reporting his gain? The husband 
had $20,000 salary income in each of the three years and the 
wife had $2,500 interest income in 1952. The schedules on 
the following page show the computation o~ the joint tax lia-
bilities under the two available methods. 
Accrual Basis 
1952 1953 ~ Salary Income $20,000 $ 20,000 $20,000 
Interest Income 2,500 
Long-Term Capital Gain 15,000 
50% L.T.C.G. Deduction ~7 1 200) Adjusted Gross Income Sk 30 000 $ 20,000 $20,000 ~. ' Standard Deduction 1,000 1,000 1,000 
Personal Exemptions 1.200 1 1 200 1 1 200 Net Taxable Income !1~ 27 8oo $17,800 $17, BOO 
t above for Married Tax- 'lP ' 
payer filing jointly 13,900 8,900 8,900 
Tax on t Taxable Income $ 4,708 ~ 2,538 $ 2,266 
Multiply by 2 $ 9,416 $ Actual Ta~ Liability 5,076 $ 4,532 
Installment Basis 
Salary Income 
Interest Income 
-Long-Term Capital Gain 
50% L.T.C.G. Deduction 
Adjusted Gross Income 
Standard Deduction 
Net Income 
Personal Exemptions 
Net Taxable Income 
t above for Married Tax-
payer filing jointly 
Tax on t Taxable Income 
Multiply by 2 
Actual Tax Liability 
1952 1953 
$20,000.00 $ 20,000.00 $20,000.00 
2,500.00 
1,666.67 6,666.67 6,666.66 
(833.33) (3.333.33} (3,333.33) 
$ 23,333".34 $ 23,333.34 $23,333.33 
l 1 00o.oo 1,ooo.oo 1 1 00o.oo $22,333.34 $22,333.34 $22,333.33 
1 1 200.00 1,200.00 1,200.00 ~~ 21,133.34 $21,133.34 $21,133.33 
$10,566.67 $10,566.67 f l0,566.66 0 3,194.00 $ 3,194.00 f 2,855.33 
$ 6,388.00 $ 6,388.00 $ 5,710.66 
Total Taxes on Accrual Basis 
Total Taxes on Installment Basis 
Difference 
$19,024".00 
18,486.66 
$ 537.34 
From the above tables a few inferences can clearly 
be drawn. On the very same amount of net taxable income for 
t he three-year period, $63,400, the ta~ayer reporting the 
capital gain on the accrual basis pays a tax $537.34 greater 
than does the taxpayer who chooses to report the gain on the 
98 
installment plan. By using the installment metho d the tax-
payer was able to report exactly the same net taxable income 
for each of the three years ($21,133), while the accrual-ba-
sis taxpayer had a high in one year of $ 27,~00 and a low in 
two later years of $ 17,800~ Thus the former taxpayer saved 
from avoiding the higher surtax rates to which the latter 
was subject on his 1952 income. The taxpayer using the in-
stallment method also derived more advantage from the reduc~ 
tion in 1954 tax rates than did the accrual-basis taxpayer, 
since the former had $3,333.33 more income in 1954 than did 
the latter, and this income was taxed at lower rates than it 
would have been in 1952 or 1953. 
b. Gain or Loss upon Disposition of Installment Obligations 
Arising from Sale of Capital Assets 
In general, it may be said that single taxpayers 
having net taxable income in 1954 below $16,000 and married 
taxpayers filing jointly having 1954 net taxable income less 
than $32,000 will ordinarily benefit from reporting gain on 
the sale of capital assets such as stocks and bonds, personal 
residences, and automobiles on the installment plan, when the 
requirements for the use of that method have been met. The 
saving will be more pronounced when tax rates are falling, 
but on the other hand an expected tax saving might be wiped 
out by an unanticipated rise in tax rates. For instance, if a 
taxpayer in 1953 had a long-term capital gain which he was 
permitted to report by the installment method and in 1953 
reported $ 2,000 of the gain (cash received $ 3,000 x 2/3 ra-
tio of gross profit to contract price) and planned to report 
$4,000 (cash collected in each year $6,000 x 2/3) in each of 
the years 1954 and 1955, and if late in 1954 he learned of 
a rise in tax rates in 1955, all or part of his tax saving 
might be lost. In such an event the taxpayer should in 1954 
sell the $6,000 note with a 1955 maturity which he holds and 
report the gain from the sale of the obligation in 1954, the 
year of lower tax rates. The gain would be the excess of the 
amount received on the sale over the basis of the obligation 
to the seller, which is his unrecovered cost. # 
In connection with the disposition of installment 
obligations resulting from the sale of capital assets, an 
interesting question arises relative to the holding period 
which determines whether the gain is long or short-term. Is 
it the length of time during which the capital asset itself 
was held or the period during which the installment obliga-
tion was held which governs when an installment obligation 
is disposed of? The decision is that it is the holding peri-
od of the capital asset itself which must control in such a 
case. ## As an illustration, let us say that John Doe in Sep-
tember, 1952 sold for $7,500 stock which he had purchased in 
ff 1954 I.R.C., Sec. 453(d) 
## Ibid. 
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April, 1952 fo~ $4,500 and received $1,500 cash down payment 
and four notes for $1,500 each, to mature on January 31, 1953, 
July 31, 1953, January 31, 1954, and July 31, 1954. If in De-
cember of 1953 he should sell for $ 2,500 the two notes which 
had not yet come due, his gain would be computed as follows, 
and it would all be short-term capital gain, even though he 
had held the installment obligations for well over six months, 
since the stock itself had been held for less than six months. 
Amount received for notes 
Face of Notes $3,000 
Unrealized profit element in 
face of notes: 
$3,000 x 3,000 Gross Profit 
7,500 Contract Price 1,200 
Profit from disposition of notes, 
to be treated as short-term 
capital gain in 1953 
$2,500 
1,800 
c. Partnership Election to Report Capital Gain on Installment 
Basis 
Partnerships and corporations may also avail them-
selves of the installment method in reporting gains from ca-
pital asset transactions. On a partnership return of income 
gains and losses from the sale or exchange of capital assets 
are required to be segregated from ordinary net income to fa-
cilitate preparation of the individual partners' tax returns. 
If the partnership chooses to report the gain on the install-
ment sale of a capital asset on the regular accrual basis, 
# 1954 I.R.C., Sec. 702(b) 
# 
must the individual partners also take up their share of the 
entire profit on the sale in the year of consummation, or 
may they elect to report their shares of the profit as cash 
is received from the purchaser? The majority ruling, handed 
down by the Tax Court on May 14, 1953, is that the partners 
# 
are bound by the election of the partnership. Thus, in the 
above case, the partners would be obliged to report the en-
tire gain from the sale in the year of sale. Six judges dis-
sented from the majority opinion, arguing that a partnership 
return was merely an informational one. The majority based 
their verdict upon Section 183 (Section 702b of the 1954 
Code), which requires that capital gains and losses merely 
be segregated, not that they be eliminated. A consideration 
of the effect that this ruling might conceivably have on 
some individual partners is revealing·. 
The partnership of H, J, and K in 1953 sold for 
$50,000 stock which it had purchased in 1937 for $10,000. 
The seller agreed to accept $10,000 in cash and the balance 
in five equal notes, the first two falling due in 1954 and 
the other three maturing in 1955. The partnership elected 
to report the gain on the sale by the installment method, 
since the amount received in 1953 ($10,000) was less than 
thirty per-cent of the selling price. The partnership return 
therefore showed a long-term capital gain of $8,000 in 1953 
# John G. Scherf, Jr·., v. Com., 20 TC 43, CCH Dec. 19,662~ 
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($10,000 x ~40,000 Gross Profit ). In accordance with the 
~ 50,000 Contract Price 
partnership agreement, H, J, and K share capital gains and 
losses in the ratio 2:1:1-. Partner K during the year had a 
personal long-term capital loss of $3,000. The other partners 
had no personal transactions involving capital assets in 1953. 
Partner K in 1949 realized a long-term capital loss 
of $18,000 from bonds which he held which were established 
as having become worthless in that year. In the intervening 
years he has had no other capital asset transactions. In ac-
cordance with the law relative to capital assets in 1949, K 
was obliged to cut his loss in half. He has therefore in 
each year from 1949 to 1952 reported $1,000 maximum net capi-
tal loss as a deduction against other income, and at the end 
of 1953 has an unused capital loss carryover of $5,000, which, 
if not used this year, can never be used again. Therefore he ~- ·· 
is anxious to have as much capital gain this year as possible 
in order to get the maximum benefit from his carryover. If he 
could report his entire ghare of the partnership gain on the 
sale of the stock in this year, he vlould report $10,000 long-
term capital gain (total profit of $40,000 x K's i share), 
against which he would offset his unused capital loss carry-
over as well as his $ 3~000 long-term capital loss of the ~ur-
rent year. However, since the other members of the partnership 
desire to spread their shares of the capital gain over a peri-
od of three years, K is forced to abide by the decision of 
l 04 
the majority of the partners and may not report his entire 
share this year. He will therefore report only $ 2,000 capi-
tal gain in 1954, offsetting against this amount $ 2,000 of 
the capital loss carryover and deducting another $1,000 ca-
pital loss against ordinary income. Consequently, he will 
never obtain any benefit from the other $ 2,000 of the loss, 
since a capital loss carryover, if not utilized within five 
years, is lost forever. He suffers a second disadvantage al-
so, in that the long-term capital loss of 1953, when carried 
forward as a capital loss carryover to future years, must 
be treated as a short-term capital loss which will serve to 
reduce his long-term capital gain deduction. 
Consider the situation now from the reverse angle. 
The partnership of H, J, and K reports the gain from the 
sale of the stock on the accrual basis and therefore includes 
in its return ~40,000 long-term capital gain. The individual 
partners must take up as income ~}20,000, $10,000, and $10,000 
respectively on&hedule D of their personal returns. Observe 
the substantial difference in income tax liability of partner 
H under the accrual basis of reporting his share of the capi-
tal gain and under the installment basis. He is married, 
files a joint return, takes the standard deduction, and does 
not stand to benefit from computing his tax under the alter-
native method. The same tax rates are assumed in 1955 as in 
1954. 
Tax Returns of Partner H 
-- -- -
2n Accrual Basis 
~ :h954 $ 1~;86o Ordinary Partnership Income $15,000 $16,600 
Interest Income 2,500 2,400 2,400 
Long-Term Capital Gain 20,000 
50% L.T.C.G. Deduction ~lo.ooo) 
Adjusted Gross Income $27,500 t~ l8,4oo $17,400 
Standard Deduction 1 1000 l 1 00o 11000 
Net Income $ 26,500 $17,400 $16,400 
Personal Exemptions 1 1 200 1 1 200 1 1200 Net Taxable Income $25,300 $16,200 ~p l5' 200 i above for Married Taxpayer 
filing jointly ~12,650 i 8,100 ~ 7,600 Tax on t 4,108 1,994 1,840 
Multiply by 2 
~ $ $ Actual Tax Liability 8,216 3,988 3,680 
on Installment Basis 
1953 1954 1955 
Ordinary Partnership Income $15,000 $16,ooo $15,000 
Interest Income 2,500 2,4oo · 2,400 
Lo~-Term Ca~ital Gain: 
4,000 ? X 4/5 X 10,000 t X 4/5 X 16,000 6,400 
-~ X 4/5 X , 24,000 9,600 
50% L.T.C.G. Deduction (2.000) (3.200) (41800) 
Adjusted Gross Income $19,500 $21,600 ~~ 22, 200 
Standard Deduction l 1 000 1 1000 1 1000 
Net Income $18,500 ~ 20,600 $21,200 
Personal Exemptions 1 2 200 11200 1 1 200 
Net Taxable Income $17,300 $19,400 $ 20,000 
t above f or Married Taxpayer 
l i filing jointly 8,650 9,700 ! 10,000 Tax on t 2,443 2,538 , 2, 640 
Multiply by 2 
Actual Tax Liability ~ 4,886 $ 5,076 $ 5,280 
If the partnership elects to report the gain on 
the accrual basis, partner H suffers a fairly substantial 
hardship by having to pay total additional taxes for the 
three years of $642·. By reportin~ the gain on the install-
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ment plan he comes much closer to equalizing his net income 
over the three-year period than he does under the more usu-
al method. Moreover, by the installment method $ 8,000 of' the 
gain is deferred to 1954 and 1955 when lower tax rates are 
in ef'f'ect. In this partnership there is a conflict of' inter-
ests, since K will benef'it f'rom reporting the gain on the 
stock sale on the regular basis, while H and probably J will 
prof'it f'rom reporting the gain on the installment basis. It 
seems unfortunate that the partners are obliged to abide by 
the decision of the partnership in reporting their share of' 
partnership gains from capital asset transactions. 
8. The Installment Sale of ~ Going Business 
It frequently happens that a going business con-
sisting of many various types of assets is sold for a lump 
sum with an immediate down-payment called f'or and tl1e ba-
lance payable in installments. May the prof'it on such a 
transaction be reported on the installment plan? The ans'\'rer 
depends upon a number of factors. If there is in f'act only 
one sale, it is not allowed to break down the sale into a 
sale (1) of inventory goods and (2) of real and personal 
property other than inventory, such as machinery, lease-
holds, goodvTill, patents, accounts receivable, etc., so as 
to meet the thirty per-cent initial payments test as to (2) 
106 
JJ. 
and report that part of the profit on t h e installment basis. 11 
# Arkay Drug Co., 3 TClVI 1194, CCH. Dec. 14,234(M) 
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\ihere a sale of both real and personal property is executed1 
under one contract, the Tax Court has required the transac-
tion to be considered a single sale which could not be re-
ported on the installment method since the payments received 
by the seller in the year of sale exceeded thirty per-cent 
of the selling price. The fact that prior to the sale the . 
real and personal property were separately appraised was not 
sufficient to establish that two separate sales had been 
consummated. On the other hand, if separate bills of sale 
or contracts had been drawn up for the real and for the per-
sonal property, there would in fact be two sales, which 
might be necessary if the seller wished to report part of 
the profit on the installment plan. By way of illustration, 
say that a small factory building, having a basis to the 
seller of $50,000, the land on which it stands, having a ba-
sis of $7,500, and the machinery contained therein (basis of 
$ 22,500) are to be sold for ~ 100,000. Assume further that 
the seller, because of his pressing need for working capital, 
requires a down payment of $40,000, the balance to be paid 
in five notes of $12,000 each. Since the initial payment of 
$40,000 is substantially more than thirty per-cent of the 
selling price, the profit of $ 20,000 cannot be returned on 
the installment basis. However, if two sales contracts are 
executed, one establishing the selling price of the land and 
building to be $70,000 and the other settling the selling 
price of the machinery at $30,000, the down payment may be 
allocated in any way ag~eeable to buyer and seller. Quite 
likely they might apportion $30,000 of the amount received 
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in the first year as payment in full for the p·ersonal pro-
perty and the remaining $10,000 as the first payment on the 
land and factory~ Since $10,000 is only one-seventh of the 
total selling price ($70,000) of the real property, the ini-
tial payments limitation is comfortably met and the $12,500 
gain on the sale ($70,000 selling price less $57,500 combined 
bases) may be reported as the selling price is reduced to 
cash. 
C. Gain or Loss gg the Disposition of Installment Obligations 
1. Method of Computing Gain or Loss 
It has been previously pointed out that when in-
stallment obligations are disposed of by sale or exchange, 
gain or loss on the disposition must be recognized and repor-
ted, equal to the difference between the proceeds realized 
on disposition and the cost basis to the seller of the obli-
gation disposed of.# The cost basis to the seller is figured 
by subtracting from the face of the note or other obligation 
the unreported profit contained in that figure, as the follow-
ing schedule shows. 
In 1953 a taxpayer sold his personal residence, 
# 
' I.R.C. Sec. 453(d), Reg. 118, Sec. 39.44-5. 
which he had purchased in 1944, and did not replace the 
property sold. 
Selling Price of Residence 
Cost Basis to Seller 
Expenses of Sale 
$36,000 
1,500 
$45,000 
37,500 $ 7,500 Gross Profit 
The percentage of gross profit to contract price is 
sixteen and two-thirds. 
Method of Payment Agreed Upon by Buyer and Seller: 
Immediate down-payment - 30% of $45,000 $13,500 
4% Notes Payable: on June 1, 1954 6,300 
December 1, 1954 6,300 
June 1, 1955 6,300 
December 1, 1955 6,300 
June 1, 1956 6,300 
$45,000 
In December of 1954 the vendor sells for ~~6, 250 the 
note of the buyer which comes due on June 1, 1955·. 
The profit on the sale is determined as follows: 
Selling Price of Note $6,250 
Basis of Note: 
Face Value ~~6, 300 
Unreported Profit ($6,300 x 1/6) 1,050 5 1 250 Gain on Disposition of Note $1,000 
The $1,000 profit would be treated as long-term capital 
gain since the asset originally sold (a personal 
residence) was a capital asset held for more than 
six months. 
109 
Any gain or loss on the disposition of install-
ment obligations of a dealer is ordinary gain or loss since 
Section 1221 of the 1954 Code specifically provides that ac-
counts and notes receivable acquired in the sale of inventory 
.or stock in trade, or in connection with the · rendering of 
services, are non-capital assets. Even prior to this statute, 
however, the Internal Revenue Service held that the original 
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character of the property sold on the installment method 
determined the nature of the installment obligation and in-
variably treated installment accounts and notes of regular 
dealers as non-capital assets. # 
2. Dispositions Requiring Recognition of Gain or Loss 
The question occurs as to when there is such a dis-
position of installment obligations as to call for the recog-
nition of gain or loss. In general, such recognition is 
called for by the disposition to stockholders as a dividend, 
J1..11 
transfers to a finance company,ffU contribution by a partner 
to a partnership,### transmission by gift, and assignment to 
a deceased partner's estate of his interest in installment 
obligations held by a partnership of which he was a member. 
In such cases, the gain or loss is measured by the difference 
between the fair market value of the obligation and its cost 
basis, as previously defined. However, one having an interest 
in a trust estate does not have an interest in installment 
obligations held by the trust, and accordingly neither the 
death of an income beneficiary nor the assignment of a bene-
ficiary's interest in the trust will reou~t in a taxable 
##-1./. JJ. disposition of the trust's installment .notes.' ~On the o-
~.uGracey v. Com., 159 F.2d324; Levy v. Com., 131 F.2d 544. 
~§J~ackard Cleveland Motor Co., 14 BTA 118. 
~t~tt ,I.T. 3293, 1939-1 CB 183. 
rrff## Detroit Trust Co., 34 BTA 58_6, CCH Dec. 9,410. 
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ther hand, taxable gain or loss must be recognized when a 
trust is terminated and its assets distributed. An insol-
vent corporation which transfers its assets to a receiver or 
a trustee need not recognize the unreported gain on install-
ment obligations transferred, since such an assignment does 
not constitute a taxable disposition·.# The estate or heirs 
of one who dies possessed of installment obligations need 
not recognize any gain upon transmission, provided that 
those receiving payments on the obligations report income 
therefrom in the same manner as the decedent would have if 
#ll he had lived. For transmissions occurring prior to 1954 
there was the further requirement that the estate or heirs 
file a bond, but this requirement has been eliminated by 
Section 691 of the 1954 Code for transmissions after Decem~ 
* ber 31, 1953. 
When a sole proprietor incorporates his business 
and transfers installment obligations to the new corporation 
controlled by him, the transaction is a non-taxable exchange 
and the basis to the transferee is the same as the basis to 
# 11 , , 
the transferor. ~ Accordingly, if the transferor had been 
on the accrual basis and the transferee desires to report in-
come on the installment basis, collection of the transferred 
Jl ~ .First Nat'l: Bank of Greeley, Colo. V. u.s., 371 USTC 9014. !* Reg. 118, Sec. 39-.44-5(c) 
#.~#24' p. 325. ~ ff 1954 I.R.C., Sec. 351~ 
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installment obligations would not result in any taxable in-
come to the nev-r organization. On the other hand, if the 
transferor had been on the installment basis and the sue-
cesser company desired to file on the accrual basis, the ne'\v 
corporation would be required to pick up the unreported pro-
fit of the transferor as the obligations were collected.# 
It necessarily follows that this income must be reported 
since the transferee in a non-taxable exchange must use the 
same basis of the assets transferred as the transferor-. 
A situation in which one partner sells or assigns 
his interest in a partnership either to the other partners 
or to an outside party would probably not result in the 
statutory disposition of installment obligations held by a 
partnership, such a disposition being considered similar to 
the assignment of an interest in trust. A contrary rule is 
in effect, however, where a partner dies, retires, or "Vtith-
draws from the firm, thereby causing a dissolution of the 
old partnership, a payment to the old partner or to his es-
tate out of the assets of the firm, and a transfer of the 
deceased or withdrawing partner's interest in the assets to 
the new or continuing partners. The gain on such a disposi-
tion must be reported by a retiring partner on his personal 
tax return and by a deceased partner on his final tax re-
#.:J. 
turn prepared by his executor. " A provision in the articles 
~#Webbers, Inc., 26 ETA 322, CCH Dec. 7,615. 
ff M. Goldberg Est. v. Com., 51-2 -gsTC 9339,9380. 
113 
of co-partnership that the partnership would continue as 
before for a number of months after the death of a partner 
would merely postpone and not eliminate the realization of 
income by the deceased partner. Observe that neither the 
partnership nor the remaining partners are called upon to 
recognize any gain by reason of the change in the partnership, 
although the status of the obligations and their basis to 
the partnership will be changed by such a dissolution. The 
reason for this is that the Commissioner holds that the ~~­
realized profit on acquired installment obligations is not 
taxable until the acquiring taxpayer's cost or other basis 
is recovered·. What this means is that one who originally 
takes an installment note as the result of a sale or ex-
change may not wait until he has completely recovered his 
cost before reporting his gross profit, but rather must re-
port it proportionately as he receives cash. But, on the o-
ther hand, one who purchases an installment obligation (as 
does a partnership when it pays for the interest of a de-
ceased or withdrawing member in installment obligations 
held by the partnership) need report no income from collec-
tions until he has recovered the consideration which he par-
ted with when he bought the note. 
3. Basis to Partnership of Retiring Partner's Interest in 
Installment Obligations 
As an illustration, consider the partnership of 
Jones, Murray, and Brown, which drew up the following state-
ment of financial condition two days after Brown's death. 
The partners shared profits and losses equally. 
Assets 
Jones, Murray, and Brown 
Balance Sheet 
June 30, 1954 
Liabilities 
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Cash $ 25,000 
60,000 
(1,000) 
20,000 
15,000 
(5,000) 
Accounts Payable $15,000 
Installment Notes and 
Accounts Receivable 
Bad Debts Allowance 
Merchandise Inventory 
Store Equipment 
Accumulated Depreciation 
$114,000 
Deferred Gross Pro-
fit - Installment 
Sales 24,000 
Proprietorship 
Jones, Capital 
Murray, Capital 
Brown, Capital 
25,000 
25,000 
25,000 
$114,000 
The uniform gross profit rate on installment sales 
is forty per-cent. Jones and Murray agree to pay to Bro\in 1 s 
estate the balance in his capital account plus his one-third 
share of t h e unrealized profit, or $8,000, making a total lia-
bility to Brown's estate of $ 33 ,000. Part of this payment is 
for Brown's one-third share of the installment notes and ac-
counts, having a face value of $ 20,000, a cost basis of 
$12,000 (60%), and containing an element of unrealized pro-
fit in the amount of $8,000. On Brown's final tax return, 
therefore, gain of $8,000 arising from the disposition of 
Brown's interest in the instal lment obligations to the survi-
ving partners must be reported. The cost basis to Jones and 
Murray of the ~ 60,000 installment obligations retained by the 
partnership is detailed as follows: 
Face Value 
:r46,ooo 
Cost Basis 
60~r $24,oob 
$20,000 Original 60% - $12,000 
Included in 
payment to Brown's 
estate 8,000 
Profit Yet to Report 
4o%,-or JI6,ooo 
None 
If $5,000 were collected on the installment obli~ 
gations in each of the next twelve months, each month's col-
lections would be segregated as follows: 
$5,000 X $40,000 
$60,000 
$5,000 X $20,000 
~~ 60,000 
$3,333, of which 40%, or $1,333 is 
profit 
$1,667, which is all a recovery of 
cost 
If Jones and Murray paid Brown's estate only thir~ 
ty thousand dollars ($25,000 capital balance plus $5,000 un-
realized profit on installment sales), then the cost to them 
of Brown's share of t h e installment notes and accounts would 
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be $17,000, the sum of $ 12~000 (the 60% original cost of 
goods sold) plus the $5,000 payment to Brown's estate for 
deferred gross profit. Th e partnership would report no income 
from the collection of the $20,000 notes and accounts until 
they had completely recovered their cost of $17,000, after 
which additional collections would all be income. Again as-
suming collections of $5,000 per month, collections of twen-
ty thousand dollars would be analyzed as follows: 
from 7/1/54 to 4/30/55 ($1,667 x 10) 
for May, 1955 
June, 1955 
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$16,667 Cost Re~ 
covery 
333 Cost Re-
covery 
1,333 Income 
1,667 Income 
$ 20,000 Total 
D. Income Tax Treatment of Bad Debts Arising from Install~ 
ment Sales 
1. Limitations on Bad Debt Deductions 
Ordinarily an installment dealer in personal pro-
perty secures for himself the right to repossess the mer-
chandise in the event that the customer defaults in payment, 
either by the use of a conditional sales contract or by the 
immediate transfer of title subject to a chattel mortgage 
lien if installments are not paid when due. However, the 
bad debt deduction may be allowed even where a dealer exer~ 
cises his right of repossession, provided the purchaser re~ 
mains liable for the unsatisfied balance. This deduction may 
never exceed the cost element contained in the obligation 
.!1. 
for which the buyer continues liable.~ A similar bad debt 
deduction is permitted where the dealer is unable to repos~ 
sess, even though he has the right to do so, because the 
debtor has disappeared with the property or has perhaps con-
sumed or otherwise destroyed the property. 
JJ.# rr 
Consider the following example. The Modernage Fur-
JJ. ~#' #Reg. 118, Sec. 39 .• 44-3(b) 
r All names used are ficti t ·ious·. 
niture Company sold George Ryan a living-room set for $350, 
terms ten per-cent down and the balance in twelve equal 
monthly installments. The cost of the set to the furniture 
company was $ 225·. Ryan paid the first three installments and 
after that no more was heard of him. Attempts to locate his 
new residence were unsuccessful. On its federal income tax 
return for 1954 the Modernage Company therefore took a bad 
debt deduction calculated as follows: 
Selling Price 
Collections: 
10% down-payment 
Installments 1-3 (3 x $26.25) 
Uncollected Balance 
Gross Profit in Uncollected Balance 
($ 216 .• 25 X ~ 125) 
~ 350 
$35.00 
78.75 
Cost Basis - Allow·able Bad Debt Deduction 
113·. 75 
$ 216".25 
2. Use of Reserve for Bad Debts on Installment Sales 
A company selling on the installment plan may de~ 
termine its bad debt deduction by either the actual bad ac-
counts written off {as illustrated above), or by a reason-
able addition to a reserve for bad debts on installment 
sales. It was not until June, 1949 that the Commissioner al-
lowed installment basis dealers to set up a reserve for un-
# 
collectible installment accotmts·. From an accounting view-
point it is possible that such a procedure may be too con~ 
servative, since no part of the gross profit contained in 
# I.T. 3957, C.B. June 27, 1949·. 
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the Installment Accounts Receivable has been taken into 
earned income, and the Reserve for Unrealized Gross Profit, 
though shown as a deferred credit to income, may still be 
thought of as an offset to the Installment Accounts Recei-
vable. If, however, an installment firm desires to use aRe-
serve for Installment Bad Debts, it must seek the Commission-
er1s approval at least thirty days before the end of the tax-
able year and once having adopted the method, may not change 
back to specific write-offs without the Commissioner 1 s appro-
# 
val. The annual addition to the reserve is to be determined 
as a percentage of the cost-of-goods-sold element contained 
in the Installment Accounts at the end of the year. The fact 
that in one case the Commissioner, in determining the fair 
market value of an installment note, discounted the obliga-
tion 12.4% for possible uncollectibility may be an indica-
tion that the reserve may be maintained at about twelve per-
## 
cent of installment accounts. 
ll8 
As previously mentioned, the annual addition to the 
reserve is based upon the capital portion of the accounts out-
standing at the close of the year. For instance, if total In~ 
stallment Accounts on December 31 were $ 300,000 and it was 
estimated that twelve per-cent of the accounts were probably 
uncollectible and if the Reserve for Unrealized Gross Profit 
~Reg. 118, Sec. 39-.23 ( k) 1 (a) ( 2) 
1 Advance Aluminum Castings Corp. v. Harrison, 158 F. 2d 922·. 
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stood at $100,000, the entry to create a Reserve for Install-
ment Bad Debts would be: 
Bad Debts $24,000 
Allowance for Doubtful Installment Accounts $ 24,000 
To create a reserve equal to 12% of t h e 
cost portion of the outstanding accounts 
($300,000 less $100,000) 
Under this method wh en a specific account proves to be un-
collectible, the cost portion of t h e bad account is charged 
to the Reserve for Uncollectible Installment AccounDs and 
the gross profit element in t he amount is charged to the Re-
serve for Unrealized Gross Profit, as for example: 
Allowance for Uncollectible Installment Accounts 
Deferred Gross Profit on Installment Sales 
Installment Accounts Receivable - John Doe 
To write off worthless account. tress pro-
fit rate on original sale \·ms 33 /3%. 
$ 800 
400 
$1,200 
The entries sketched above mean that during the 
year the bookkeeping personnel would disturb t he Re serve for 
Unrealized Gross Prof it. To prevent t h is and thus to keep 
the books on a strict accrual basis, a reserve for bad ac-
counts may be established equal to a percentage of the gross 
installment accounts, with two debits, one to Bad Debts ex-
pense and the second to the Reserve for Unrealized Gross Pro-
* fit. If the reserve is set up in this '\·my, the gross amount 
of bad accounts written off may be cha rged to t he Reserve 
for Bad Debts. The two following entries illustrate this al-
i!- 9, p. 404. 
ternative procedure: 
Bad Debts Expense 
Deferred Gross Profit on Installment Sales 
Allowance for Doubtful Installment Accounts 
To set up a reserve equal to 12% of out-
standing accounts 
Allowance for Doubtful Installment Accounts 
Installment Accounts Receivable- J. Doe 
To write off a specific bad account 
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$24,000 
12,000 
$36,000 
$ 1, 200 $ 1,200 
3. Effect on Bad Debt Deduction of Change from Accrual to 
Installment Basis 
An installment seller who has switched from the ac-
crual basis to the installment basis of reporting income from 
sales must also limit his bad debt deduction in the year of 
default to the unrecovered cost, even though he has already 
reported all the profit from the sale on the accrual basis ·.# 
For example, consider that in the previous case of the Modern-
age Furniture Company the sale was made in 1953 when the com-
pany was on the accrual basis. Consequently, the total profit 
on the sale of $125 would have been reported in 1953. If early 
in 1954 the buyer defaulted under the aforementioned circum-
stances, the bad debt deduction would still be only $139.02, 
not $ 216.25, should the furniture company change to the in-
stallment method in 1954. 
# Blum's, Inc., 17 BTA 386, CCH Dec. 5,420. 
E. Gain and Loss 2n the Repossession of Proper~ Sold BU 
the Installment Plan 
1. Method of Determining Gain or Loss 
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The rules for computing gain or loss when property 
sold on the installment plan is repossessed are the same for 
dealers and non-dealers, for real and personal property, and 
for property to which title was retained and property title 
to which passed. Gain or loss is the difference between the 
fair market value of the repossessed property and the basis 
to the vendor of the obligations satisfied by the repossess-
# ion·. This basis is his unrecovered cost (the cost of the pro-
perty sold, multiplied by the unpaid portion of the selling 
price), or, in other words, the face amount of the obligations 
satisfied less the unreported gross profit element in these 
obligations. Adjustment should also be made for any other a-
mounts realized or costs incurred by reason of the reposses-
sion. On the books of the vendor the repossessed property 
must be carried at its fair market value. ~ihere the property 
is bid in by the vendor at a lawful public auction, the fair 
market value is presumed to be its purchase or bid price un-
less there is strong evidence to the contrary. Prior to 1938 
the Regulations provided that on the repossession of real es~ 
tate sold on the installment plan, gain must be recognized 
# Reg. 118, Sec. 39.44-3(b) 
equal to the excess of the amounts collected and retained 
over t h e profits reported. A court decision in 1938 repudi-
ated this ruling, arguing that the repossession was a satis-
faction of the obligations at less than their face value 
and that income should be computed on that basis. 
By way of illustration, let us say that a real es-
tate dealer purchased a tract of land and subdivided it, as-
signing costs to the various parcels of land on the basis of 
their relative sales values. In accordance with the Regula-
# 
tions, he computed the profit on each sale of land indivi-
dually, reporting those sales on the installment plan where 
the initial payment was thirty per-cent or less and the re-
maining sales on the completed-contract basis. In 1953 he 
sold for $1,100 a plot having an assigned cost of $750 and 
received $ 200 down payment, the balance to be paid in three 
notes, each for $300, coming due in 1954~ The buyer defaul-
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ted on the second note and the seller repossessed t he proper-
ty. At that time the fair value of the property was $900, 
not including a garage valued at $450 which the buyer had e-
rected on the land. Expenses of repossession were $ 55. The 
gain on repossession is calculated as follows: 
Fair Market Value of Land Repossessed 
Fair Market Value of Fixed Improvement 
Deduct Expenses of Repossession 
Seller's Basis of Repossessed Property 
~ 900 
450 
$1,350 
55 
$1,295 
Seller's Basis of Repossessed Property 
Deduct Seller's Unrecovered Cost: 
Face Am't. of Obligations Satisfied 
Unreported Gross Profit Element 
($350/$1100 X $600) 
Gain on Repossession of Land 
2. Determination of Nature of Gain or Loss 
$1295.00 
$6oo ·.oo 
190 '.91 $409.09 
$ 885'.91 
In the above case the gain on repossession w·ould 
constitute ordinary income since the property originally 
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sold was property held for resale to customers in the ordina-
ry course of business. If the property originally sold had 
been either a capital asset as defined or a capital asset 
under Section 1231, the gain or loss on repossession would 
have been a capital gain or loss·. 
F. Accounting Problems Involved in the Use of the Installment 
Method for Tax Purposes 
1. Provision for Income Taxes gg Unreported Profits from 
Installment Sales 
There are numerous firms selling on the install-
ment plan which keep their books and prepare their financial 
statements on the accrual basis but which chOose to prepare 
their federal tax returns on the installment basis. In such 
cases a query is sometimes raised: Wnat figure should be 
shown in the operating statement and on the balance sheet as 
the provision for income taxes - the actual amount expected 
to be paid (based on the installment method of reporting in-
come) or the tax liability computed on the net income for 
-lf-
the period? If the actual amount to be paid were used, there 
would ordinarily be a serious violation of the traditional ac-
counting objective of matching appropriate costs against re-
venue for the operating period. To show income on the accru-
al basis before taxes of $100,000 and to subtract from that 
figure a provision for income taxes based upon an income of 
$60,000 computed on the installment basis would distort in-
come for the period and would mislead a reader of the income 
statement. A footnote on the income statement to the effect 
that the tax liability is computed on only that portion of 
the accrued income which has been collected would serve as 
a proper disclosure but still would not result in an accurate 
reporting of income for the period. AccolliLting Research Bul-
letin #23 on "Accounting for Income Taxes" has stated the 
following rule of action: "If credits of significant amount 
are made to surplus (either directly or through the income 
statement) as to which, because of differences in accounting 
methods, no income tax has been paid or provided for, appro-
priate disclosures should be made, and if a tax is likely to 
be paid thereon, provision should be made for estimating the 
amount of such tax. This rule applies, for example, to pro-
* 20, pp. 346-348. 
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fits on installment sales or long-term contracts which are 
deferred for tax purposes. 11 Since, according to Accounting 
Research Bulletin #30, installment accounts receivable are 
properly sho~vn as current assets if they conform to normal 
trade practices even though they may not fall due within a 
year, it seems proper to show the deferred income tax pay-
able as a current liability. The tax will come due as the 
installments are collected. To show the deferred tax paya-
ble as an element of net worth would certainly be improper, 
inasmuch as the reserve for incom~ taxes was correctly 
charged against income for the year and not against retained 
earnings and therefore could not be considered an appropri~ 
ation of retained earnings~ The balance sheet would be even 
more informative if the portion of the tax currently due 
and that deferred pending collection of installment recei-
vables were shown separately, although both under the head-
ing of current liabilities~ 
2. Special Records to be Maintained ]2y_ Installment Dealers 
Any company desiring to report income on the in-
stallment basis must maintain appropriate records, although 
the books of original entry need not be kept on the install-
ment basis. According to ·the taxing authorities, the cost 
of goods sold on the installment plan should be separately 
computed from the cost of regular sales since ordinarily the 
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gross profit rate on installment sales is higher, owing to 
the addition of finance and carrying charges to the ordinary 
sales price. # However, the officials have been somewhat le-
nient in enforcing this feature of the regulations, allow-
ing a composite gross profit rate to be used when the cost 
of installment sales was not kept distinct in the records 
J.l# from the cost of other sales. ~ On the other hand, the right 
to use the installment sales method has occasionally been 
denied to taxpayers who fail to keep adequate and appropri-
t i . !/## ate records of their installment selling ransact ons. 
In keeping installment records the ideal method 
is to cost each installment sale, debiting Installment Ac-
counts Receivable (by year) and crediting Inventory and De-
ferred Gross Profit on Installment Sales (by year). A credit 
to Uncollected Federal Excise Taxes on Installment Sales 
might also be in order if the merchandise sold is subject 
to an excise tax at the retail level (such as furs, jewelry, 
cosmetics, luggage, and photographic equipment), the amount 
of the tax being charged to the purchaser. In the Cash Re-
ceipts Journal for Installment Customers cash collections 
should be segregated according to the years when the origi~ 
nal sales were made, inasmuch as the rates of gross profit 
on installment sales differ from year to year. At the end of 
# ##I.T. 2100, III-2 CB 59. 
1~lum 1 s, Inc., 7 BTA 737, CCH Dec. 2,633 (Nonacq.) ~n, Abraham and Straus, Inc., 21 BTA 1145, CCH Dec. 6,622·. 
126 
the accounting period (either a month or a year) the appro-
priate gross profit rate for each year would be applied to 
the cash collected during the current year on installment 
sales of prior years and of the current year. The resultant 
f i gures \\rould be debited to Deferred Gross Profit (by Year) 
and credited to Realized Gross Profit on Installment Sales. 
As collections are received on account, transfer entries 
might also be necessary to charge Uncollected Excise Taxes 
on Installment Sales and credit Collector of Internal Reve-
nue - Excise Taxes. 
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The above method, although very accurate, is often 
modified in actual practice so that the records are kept du-
ring the year on a simple accrual basis. However, the records 
must be sufficiently adequate in order to produce at least 
the following information: 
(1) rates of gross profit on installment sales by years 
(2) amount of unrealized gross profit on installment 
sales at the close of the year 
To determine the gross profj_t rate, the cost of installment 
sales must be kno\in. If all sales are on the installment 
plan, t h e correct gross profit is readily obtained, but where 
cash, credit, or accommodation sales are also made, it becomes 
important to segregate the cost of goods sold on the install-
ment plan from the cost of regular sales. During the year me-
mo records may be kept costing individual installment sales, 
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and at the end of the year the total cost of installment 
sales subtracted from the total cost of goods sold will yield 
the cost of cash, credit, and accommodation sales-. 
The correct balance of Deferred Gross Profit on 
Installment Sales at the end of the year can be rather sim-
ply obtained by analyzing the total Installment Accounts Re-
ceivable at the close of the year as to the year in which 
each account originated. Then those amounts are multiplied 
by the appropriate gross profit rates for each year to pro-
duce the correct Deferred Gross Profit at the end of the pe-
riod. As an illustration, consider again the Cooper. business. 
Presented below is the Installment Accounts Receivable con-
trolling account for the year 1953: 
Installment Accounts Receivable 
1/1/53 Balance 
1953 Installment Sales 
1/1/54 Balance 
$ 77,900 
374,000 
~451,800 ~ 4o, oo 
Cash Collections-1953 $411,900 
12/31/53 Balance 40,000 
$451.900 
Analysis of the installment customers' ledger would reveal 
that the ending balance is composed of accounts which had 
their origin in the following years of sale: 
1950 
1951 
1952 
1953 
Total 
$ 1,600 
3,100 
8,600 
26,700 
$40,000 
Application of the appropriate gross profit rates to the a-
bove balances \lOuld produce -the following balance in the De-
ferred Gross Profit account: 
1950 $ 1,600 X 30~b /.:. 480 
·tli 
1951 3,100 X 25% 775 
1952 8,600 X 20% 1,720 
1953 26,700 X 20% ~ $ ,315
The realized gross profit for the year 1953 can be deter-
mined by adding to the 1953 gross profit on the accrual ba-
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sis the opening balance in the Deferred Gross Profit account 
and subtracting the ending balance, as follows: 
Deferred G.P. on Installment Sales 1/1/53 
Gross Profit on 1953 Sales (accrual basis) 
Total 
Less Deferred G.P. 12/31/53 (per above) 
Realized Gross Profit on Installment Sales 
$16,555 
74,800 
$91,355 
8,315 
$83,040 
The final figure above checks with the realized gross profit 
determined by applying gross profit rates to cash collections 
by year of sale, as was done in the original Cooper illus-
tration. It will be observed that the above method elimi-
nates the need to identify cash collections during the year 
as to the year of sales origin~ 
If (as is usually the case) there are credits to 
Installment Accounts Receivable for items other than cash 
collections, such as returns, allowances, and adjustments, 
write-offs of uncollectible accounts, repossessions, dispo-
sitions of installment obligations, or cash reimbursements 
for Federal excise taxes, the realized gross profit compu-
ted by the above calculation will be overstated, but the 
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overstatement of gross income will be counterbalanced or off-
set by a corresponding overstatement of the deductions for 
sales returns and allowances, bad debts, and losses on re-
possessions or dispositions of installment obligations. For 
instance, let us say the total credits to Installment Accounts 
Receivable in 1953 of $411,900 were analyzed as follows: 
Cash collections on account 
Cash reimbursements for Federal 
on sales made in 1952 
excise taxes: 
$1,000 
on sales of current year 
Write-off of bad accounts (1950 sales) 
Repossessions of merchandise sold in 
1952 (Fair market value of repos-
sessed property equal to $4,200) 
1951 installment obligations sold at 
10% discount 
4,000 
$ 396' 900 
5,000 
2,000 
5,000 
3,000 
: ~~ 411 '900 
If the above cash collections were analyzed, the correct re-
ali zed gross profit would be determined as follows: 
Year Total Cash Excise Taxes Collections Rate Realized 
Collections Collected on Account of G.P. G.P. 
1950 $ 500 $ 500 30% $ 150 
1951 5,200 $1,000 
5,200 25% 1,300 
1952 48 ,900 47,900 20% 9,580 
1953 3471300 4,000 3431300 20% 681660 
$401,900 $5,000 ~) 396,900 $79,690 
The correct deduction for bad debts would be: 
Gross amount of 1950 account written off 
Less unreported profit contained therein (30%) 
Bad debt deduction 
$ 2,000 
600 
~~ 1,400 
The gain on repossession would be computed as follows: 
F. H.V. of Repossessed Property $4,200 
1952 Accounts satisfied by repossess~on ~~ 5,000 
Les s unreported G.P. in above - 201o 1 1000 4 1000 
Gain on Repossession $ 200 
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The gain on sale of installment obligations is as 
Proceeds from sale of obligations 
Face amount of 1951 accounts sold $ 3,000 
follows: 
$ 2,700 
Less unreported G.P. in above - 25% 750 
Gain on Sale 
The net result of all installment transactions would be: 
Realized G. P . in 1953 $79,690 
Gain on Repossession 200 
Gain on disposition of installment obligation~ 4go 
Total ~ 80,3 0 
Less Bad Debts from Installment Sales 1,400 
Gross Income $78,940 
If all of the credits to Installment Accounts Re-
ceivable, except for reimbursements of excise taxes, were 
treated as collections, and if the Deferred Gross Profits ac-
count were left undisturbed during the year in making entries 
for write-offs, reposses s ions, and dispositions, the same 
gross income would be arrived at, as the following schedule 
shows: 
Realized G.P. on Installment Sales (by applying 
G.P. rates to ending Installment Accounts) $ 83,040 
Less G.P. applicable to Excise Tax Collections: 
1952 - $ 1,000 X 20% $ 200 
1953 - $4,ooo x 20% Boo 1,ooo 
Realized G.P. on Installment Sales (consid~g 
write-offs, repossessions, and dispositions $ 82,040 
a s collections) 
Deduct: Loss on repos s essions: 
Accounts Satisfied $5,000 
F.M.V. of Repossessed Property 4,200 
$ _ 8oo 
Bad debts written off - gross am't~2,000 
Loss on sale of installment notes: 
Face P~ount of Notes Sold $ 3,000 
Cash Proceeds from Sale 2,700 300 3,100 
Total Deductions 
Gross Income (as above) $78,940 
By the foregoing method the books are kept during 
the year entirely on the accrual basis, the Deferred Gross 
Profit account is not disturbed at all, and the information 
required f'or tax purposes is readily developed without ana-
lyzing cash collections as to year of sale. A f'ev.r salient 
points to remember about this method are: 
(1) Compute the correct balance in the Deferred 
Gross Profits account at the end of the 
year by analyzing year-end outstanding ba-
lances as to year of' sale. 
(2) Include as "collections" credits to custo-
mers' accounts for returns and allowances 
on prior years' sales (but not on current 
year!. s sales); write-off's of' bad accounts, 
repossessions, and dispositions of install~ 
ment obligations by sale or exchange·. 
( 3) 
Be sure to exclude from cash collections 
reimbursements for Federal excise taxes·. 
(4) Ignore the Deferred Gross Profits account 
in making entries for specific bad debts 
written off', repossessions, returns and al-
lm'fances, and dispositions ot:. installment 
obligations. 
Concerning the above system, one practitioner 
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writes, "The net eff ect on taxable income of this method 
of recording the transactions a ff ecting installment accounts 
is exactly the same as the method specified in t h e Regula-
tions. It has been accepted by the Treasury and the courts 
11 
in specific cases, ff but has not as yet been covered by al-
ternative computations in the Regulations or published ru-
* lings." 
The short-cut method is especially well suited to 
those businesses in which the books are lrept by one not too 
well versed in t h e refinements of installment sales account-
ing. It is also a practical method for those firms which 
desire the operating statements to be prepared on the accru-
al basis and the tax returns to be filed on the installment 
basis. 
# Grand Rapids Show Case Co., 12 BTA 1024, 1042-. 
iC· 9' p. 366 -. 
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IV. The Deferred Payment Plan 
A. Method of Determini~ Amount and Nature of Gain 
In those cases lvhere one makes a .sale of real pro-
perty or a casual sale of personal property and receives in 
the taxable year more than thirty per-cent of the selling 
price, all is not necessarily lost. While it is true that 
the installment metl1od cannot be used to report the gain, 
the deferred payment plan may be employed if the fair market 
value of the notes, mortgages, or contractual obligations 
received from the purchaser is less than their face value. 
In such cases the seller would report as income in the year 
of sale the excess of cash and fair market value of the o-
bligations of the buyer over the cost basis of the property 
sold·. # For instance, if the fair value of the notes were 
two-thirds their face value, then as the notes were collec~ 
ted, the two-thirds of each note already reported would be 
excluded from income and the remaining one-third would be 
taxable. Where the property sold is a capital asset and the 
fair value of the notes received from the buyer is zero, 
then anything received after the cost has been recovered is 
capital gain·. ## However, if the notes at the time of sale 
do have a fair market value, then the excess of the cash and 
~ ,,Reg ·. 118, Sec ·. 39.44-4 (a) 
~~ Susan J. Carter V. Com., 170 Fed.(2d) 911. 
Westover et al. v. A.F. Smith, 173 Fed.(2d) 91. 
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fair value of the notes over the cost is capital gain. Later, 
if the collectible value of the notes turns out to be great-
er than their original estimated value, the difference is or-
dinary income, not capital gain.# This undesirable situation 
* can be avoided by two methods: 
.11. 
(1) Sell the obligations i mmediately before they come 
due. The profit will be considered capital gain, 
since a note or a mortgage is ordinarily a capi-
tal asset ·. 
(2) Sell the property originally to a corporation, in 
which case the unpaid purchase price will be re-
presented by bonds, notes, or other certificates 
of indebtedness issued by a corporation. Accord-
ing to Section 1232(a) of the 1954 Code any a-
mount received on the retirement of these obli-
gations in excess of their fair market value is 
capital gain, provided that the securities, if 
issued before January 1, 1955, must be either in 
registered form or have interest coupons at~ 
tached. Securities issued after the critical 
date need not be in any special form to qualify 
for capital asset treatment upon redemption • 
ff A. B. Culbertson et al., 14 TC 1421, CCH Dec. 17,725. 
o)!- 17' p. 51-. 
B. Gains and Losses on Repossession of Property Sold on 
the Deferred Payments Plan 
If real property is sold on the deferred payments 
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plan and is later repossessed because the purchaser defaults 
on his notes, a gain or loss on repossession usually occurs·. 
Different rules are in effect depending upmn whether or not 
# . 
the vendor has retained title to the property·. If he has 
kept title, then the gain or loss is the difference between 
(1) the total value of the payments received from the buyer 
plus the value of improvements made by him, and (2) the pro-
fits reported on the transaction and the amount that would 
have been allowed for depreciation if the sale had not been 
made. For example, on April 30, 1953 A sold B land and the 
building located thereon for $40,000, receiving $10,000 as 
down payment and the balance in four notes, each for ~~ 7,500, 
one payable in 1953 and the remaining three in 1954·. The ba-
sis to the sellerA of the land w-as $4,000 and the adjusted 
basis of the building ~~ 20, ooo ·. The building had a useful 1 
life to A of twenty years when he acquired it on January 2, 
1945·. The contract provided that S was to retain title to 
the property until the final installment was received. In 
January, 1954, when the second installment fell due, B de-
fault-ed and A repossessed the property. The taxable gain 
on repossession would be computed as follows: 
# Reg. 118, Sec. 39~44-4(b) 
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• 
Payments rec'd. by Seller ($10,000 plus 
Value of Improvements Made by Buyer 
Total 
$7,500) $17,500 
0 
Profits already reported: 
At date of sale: 
Cash 
Fair Value of Notes (2/3) 
Total 
Basis to A of property 
At collection of first in-
stallment (1/3 of $7,500) 
$10,000 
20,000 
$ 30,000 
24,000 ~6,000 
Total Profits Reported 
Depreciation of Building from 
4/30/53 to 1/1/54 
Total Deductions 
Gain on Repossession 
2,500 
$8,500 
1,143 
$17,500 
9,643 $ 7,857 
The basis to the seller who repossesses the proper-
ty is the adjusted cost basis at the date of sale less the de~ 
preciation allowed during the period when the buyer was in oc-
cupancy. A's bases on repossession would consequently be as 
follows: 
Land 
Building: 
Adjusted Basis at 4/30/53 
Depreciation for 8 months 
$ 4,000 
$ 20,000 
1,143 $18,857 
Different rules are in effeoy in situations where 
the vendor of real property sold on the deferred payments 
plan parted with title, although he remained protected by a 
lien as to the future payments. In such cases the gain or 
loss is measured by the difference between the fair market 
value of the property at date of repossession (plus the value 
of improvements made by the purchaser) and the basis of the 
obligations of the purchaser so satisfied, which is general-
ly the fair market value assigned to the obligations at the 
date of sale·. Any gain would usually be ordinary income, 
while a loss would be deductible as a bad debt if uncollec-
tible. Hm'fever, if the obligations were securities issued 
by a corporation as defined in Section 1232(a), then the 
gain or loss on their retirement would be capital gain or 
loss. 
The deferred payment plan of reporting income was 
specifically devised for reporting gain on the sale of real 
property when more than thirty per-cent of the selling price 
is received in the taxable year of sale·. However, the Inter-
nal Revenue Service has ruled that the deferred payment me-
thod is a lso available for the casual sale of personal pro-
perty where the installment sales requirements as to amounts 
received in t he taxable year have not been met -. # The same 
methods of determining gain or loss on the repossession of 
personal property sold on the deferred payments plan apply 
as for calculating gain or loss on the repossession of real 
estate. 
c. Assignment of Fair Market Value to Contracts and Second 
Mortgage Notes 
In t h e sale of real estate the seller is often o-
bliged to accept from the purchaser a "purchase-money" se-
7¥ c 52' G •• rvr . 9 • 
138 
cond mortgage note for the amount of the sales price which 
the buyer cannot finance elsewhere. The seller, having re-
ceived more than thirty per-cent of the selling price, is 
then faced with the problem of assigning a fair market va-
lue to the second mortgage note in order to determine his 
gain or loss on the deferred payment sale~ Ordinarily a 
second mortgage note can be marketed only at a discount, so 
that a taxpayer is on firm ground when he alleges that the 
note at date of sale is not worth its full face value. How-
ever, the Commissioner in many cases has challenged the a-
mount of the reported discount, and in cases where no mar-
ket value was assigned to the note he has insisted that it 
be reported at some discounted value. Sometimes it may be 
advisable for the taxpayer to report the note at its face 
amount, in view of the fact that payments on the note re-
ceived in subsequent years in excess of the fair value as~ 
signed to the note must be treated as ordinary income, even 
thou@L the asset originally sold was a capital asset~ This 
rule must be qualified, however, with regard to amounts re-
ceived on the retirement of bonds, notes, and other instru-
ments of debt issued by any corporation or by any government 
or political subdivision.# Under Section 1232(a) of the 1954 
Code any gain on the retirement of such instruments is capi-
tal gain notwithstanding the above rule as to deferred pay-
# V. B. Gilbert, 6 TC 10, CCH Dec. 14,915 (Acq.). 
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ment obligations. 
\ihere a taxpayer selling real or personal proper-
ty receives a note which is payable only out of future pro-
fits or has merely a contract with the buyer which cannot 
be assigned, negotiated, or used as collateral for a loan, 
then the seller is allowed to assign no fair value to the 
note or contract, and under the "return of capital" theory 
he is entitled to recover the entire cost basis of the pro-
perty sold before reporting any profit.# In such an instance 
any profits resulting from the collection of the notes may 
be regarded as capital gains if the original sale was o~ a 
capital asset. Nevertheless, a taxpayer must be able to 
prove that there is considerable risk involved in collect-
ing the note in order to establish that it is without any 
fair value at the date of sale. In one case a taxpayer re~ 
ceived a $10,000 purchase-money note on the sale of proper-
ty, no part of which he reported on his tax return for the 
year of sale. Under the rule cited above, he claimed a 
$10,000 long-term capital gain in the year when he collected 
the note. The finding of the authorities, however, was that 
the note had a * 3,000 fair market value at the time of the 
sale, and that consequently the taxpayer realized $ 7,000 
ordinary income in the year of collection.## 
~-¥Reg. 118, Sec. 39.44-4(c) 
' " A. B. Culbertson et al., 14 TC 1421, CCH Dec. 17,725~ 
D. Tax Effect of Failure to Realize Value Originally 
Assigned to Purchaser's Notes 
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It will sometimes happen that the amount realized 
on the buyer's note will be less than the value assigned to 
it in determining the profit on the sale by the deferred pay-
ment plan. In such a case, is the loss sustained a bad debt 
or a capital loss? The answer depends upon whether the note 
was sold at a loss to some third party, therefore resulting 
in a capital loss, or whether the note was defaulted and 
proved uncollectible, in which event a bad debt deduction is 
in order.# Obviously, if the note had been given a fair mar-
ket value of zero at the date of sale, a later default by 
the maker would not entitle the holder to a deduction, since 
no income had ever been reported in connection with the note. 
~fuere no fair market value is assigned to the note, 
how is the amount of gain or loss to be determined upon a 
repossession of the property sold on this "return of capi-
tal" theory? The answer handed down in a court decision is 
that gain is measured by the difference between the value of 
the land at the time taken back and the cost of the mortgage, 
that being equal to the cost basis of the property at the 
date of sale minus the down payment. ## 
# W. D. Haden Co. v. Com., 48-1 USTC 9147, 165 Fed.(2d) 588. 
## Heldt, 16 ETA 1035. 
V. Spreading of Lump-Sum Proceeds of Life Insurance ~oli~ies 
A. General Rules concerning Taxation of Life Insurance 
Contracts 
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The 1954 Revenue Code extended the benefits of in-
come spreading, formerly available only to the recipients of 
long-term compensation and back-pay and to artists, writers, 
and inventors, into another wide area - that of life insur-
ance. Section 72(e)(3) of the 1954 Code provides that when 
t he proceeds of an ordinary life insurance, endowment, or 
annuity contract are received in a lump sum ~or some reason 
other than the death of the insured, the excess of the amount 
received over the consideration ::. ·-: paid ':;~ for the policy shall 
be taxed as if the lump sum had be.en received ratably in the 
current year and the two preceding taxable years. The compu-
tation of the tax is to be made in accordance with the prin-
ciples stated in Sections 1301 throu~ 1304, relating to the 
taxation of long-term compensation for an employment and for 
artistic work. In order to understand completely the above 
rule, it is well to call to mind the following facts con-
cerning the taxable status of life insurance contracts: 
(1) Under Section 101 of the 1954 Act, as under pre-
vious law, the proceeds of any type of life in-
surance contract (term, whole life, limited-
payment life, or endowment), when paid in a 
lump sum by reason ef the insured's death, are 
to be excluded from income subject to tax. An excep-
tion to this rule exists when a policy has been 
transferred for a valuable consideration. In such a 
cas e the transferee-beneficiary (as for example a 
creditor) must pay a tax upon the excess of the a-
mount received because of the insured's death over 
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the consideration paid for the transfer plus any 
subsequent premiums paid to keep the policy in force. 
There is nothing in either Section 72 or Section 101 
which would indicate that such excess qualifies for 
spreading over the three-year period. 
(2) Any gain upon the surrender of an ordinary life in-
surance contract or upon the redemption or maturity 
of an endowment or annuity contract is ordinary in-
come, taxable in full. Although an insurance con-
tract is a capital asset, the surrender, maturity, 
or redemption of the contract does not come within 
the definition of a "sale or exchange" required to 
establish a capital gain. 
(3) No loss is deductible upon the surrender of a life 
insurance policy prior to maturity for its surren-
_f!. 
der value. tr 
(4) Dividends received on policies with mutua l life in-
surance companies and on "participating" policies 
# I.T. 1944, III-l CB 145. 
with stock life insurance companies are not taxa-
ble Q~til the amount paid for the policy has been 
recovered. An exception to this general rule is 
found in Section 72(e)(l)(A), where it is stated 
that dividends on an annuity policy paid after 
the annuity starting date are fully taxable. The 
justification for the exception is that such divi-
dends could not have been foreseen in computing 
the expected return under the contract at the time 
when the annual recovery exclusion was being de-
termined. Therefore, to avoid refiguring and thus 
reducing the annual exclusion, it is provided that 
all dividends on annuity contracts received after 
the annuity starting date shall be fully taxable. 
(5) Dividends on life insurance policies, whether ta-
ken in cash or used to reduce periodic premiums, 
reduce the cost of the policy, with which the cash 
surrender, maturity, or redemption value must be 
compared in case the policy proceeds are received 
in a lump sum other than by reason of the insured's 
death. If dividends are left with the company to 
accumulate at interest, the amount received will 
be the surrender, maturity, or redemption value in-
creased by the accumulated dividends and interest. 
If the interest on the accrnnulated dividends is 
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subject to withdrawal by the insured, it is income 
to him as of the year of credit.# Thus, in effect, 
dividends on life insurance policies are taxable 
whenever policy proceeds are collected for some 
reason other than the death of the insured. 
(6) Often times, in consideration of a slight addition-
al premium, an insurance company will add to an im-
mediate or a deferred annuity contract a refund 
feature. According to this clause, the insurer will 
pay to the annuitant or to his beneficiary at least 
the total premiums paid for the annuity or else 
will guarantee a certain amount of annuity pay-
it-
menta. The purpose of this clause is to prevent 
the annuitant from paying a large premium and then 
receiving few or no annuity payments. The 1954 In-
ternal Revenue Code provides rules governing the 
## 
taxation of such a refund. To qualify as a re-
fund, the amount received, whether before or after 
the annuity starting date, must be "in full dis-
charge of the contractual obligation or upon the 
surrender, redemption, or maturity of the contract, 
including the entire series of any installment re-
funds or payments certain after the death of an 
ff Letter ruling dated Sept. 22, 1941~ 
-lr 
# 11 3, pp.l00-101. ff I.R.C. Sec. 72(e)(l)(B) and 72(e)(2). 
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annuitant or annuitants. 11 If such a payment is re..!. 
ceived, it must be added to other amounts paid the 
policyholder and the total must be compared with 
the premium cost of the policy. The excess, if any, 
is taxable income which may be taxed as if it had 
been received over a thre~-year period. 
B. Tax Benefits to the Insured of Income-Spreading 
In order to see how some of the above principles 
work out in practice and to demonstrate how the new income-
spreading rule may benefit policyholders, let us consider a 
few examples. At age 25 Arthur Jones purchased from a mutual 
life insurance company a preferred risk whole-life policy in 
the face amount of $ 20,000. He chose to use his dividends to 
r educe the annual premium cost of $ 372 (figures taken from 
John Hancock Agent's Rate Card). In 1954, on the twentieth 
anniversary of his policy, Jones turned in the policy for 
its cash surrender value of ~~ 5,769.60. His gross premium 
cost for the twenty years of $7,440 was reduced by dividends 
of $1,967.60, leaving a net premium cost of $5,472.40. The 
premiums are further reduced by a settlement dividend of 
$160 payable upon surrender. Therefore Jones' taxable income 
in 1954 from turning in the policy is $457.20. Jones, who 
is single and has no dependents, will report the entire 
~457.20 as 1954 income, but in computing his tax liability 
will treat the income as if it had been received ratably in 
the current and t"t-ro preceding years. Jones should attach to 
his tax return a schedule such as the following to indicate 
how he arrived at his tax liability: 
Year Salary Income from Po- Standard Personal Taxable 
Income lic;y: Surrender Deduction ExemJ2tion Income 
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1952 d~ 'if 9,000 $152".40 $1,000 
152.40 
$600 $7' 552 .• 40 
1953 9,000 1,000 600 7,552.40 
1954 12,000 152.40 1,000 600 10,552.40 
Year Tax Due Tax Paid 1954 Tax 
Previousl;y: Liabilit;y: 
1952 ~ 2,043.82 $1,992 $51.82 
1953 2,043.82 1,992 51.82 
1954 2,849.91 2z849.91 
~~ 2z953.54 
If the $457.20 were all treated as 1954 income, Jones' tax 
bill would be $2,965 .74, or $12.20 more. The saving "\'lould 
have been more appreciable were it not for the reduction in 
tax rates on 1954 income. 
A second illustration shows that savings can some-
times be more substantial. At age 25 William Smith took out 
the same $20,000 straight life policy as Jones above·. Smith, 
however, allowed the policy dividends to accumulate and at 
age 65 turned in the policy for its cash value plus accumu-
lated dividends, a total of $22,240. He had paid an annual 
premium of $372 for forty years, so that the total considera-
tion paid by him for the policy was $14,880. Consequently, 
the gain on surrender was $7,360, all ordinary income. 
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Smith is also single and without dependents. A schedule at-
tached to his 1954 tax return would appear as follows: 
Year Salar;y Income from Po- Standard Personal 
lic;y Surrender Deduction Exem12tion 
1952 $10,000 $ 2,453 
1953 10,000 2,453 
1954 10,000 2,454 
Year Taxable Tax 
Income Due 
1952 
1953 
1954 
$10,853 $ 3,314.26 
10,853 3,314. 26 
10,254 2,736.52 
$1,000 
1,000 
1,000 
Tax Pre-
viousl;y Paid 
$ 2,348 
2,348 
$600 
600 
1,200 
1954 Tax 
Liability 
(age 
$ 966.26 
966.26 
2,736.52 
t~4,669.04 
65} 
If the income from surrender of the poticy were all co:nsi-
dered as received in 1954, the 1954 tax liability would be 
$4,805.20, or $136.16 more than by the alternative method 
allowed for the first time by the 1954 Code. If Smith's sa-
lary income in 1952 and 1953 had been less than in 1954, if 
the amount of his exemptions had remained stationary, and 
if 1954 tax rates had been the same as those of the two 
preceding years, the saving would have been more pronounced. 
Gain resulting from the maturity of endmirrlent con-
tracts and from the surrender of annuity contracts would be 
computed and taxed in similar fashion. From the phraseology 
of Section 72(e)(3) it is apparent that the many decisions 
relative to income spreading by professional men, artists, 
writers , and inventors apply with equal force to income re-
alized upon the surrender or maturity of life insurance po-
licies. 
VI. Income Spreading due to Changes in Methods of Accounting 
A. Adjustments to Taxable Income Required ~ Changes in 
Accounting Methods 
Still another area into which the framers of the 
1954 Code extended the principle of averaging income .is the 
situation which arises from changes in the method of account-
ing used to reflect annual income. Under prior law a taxpay-
er who requested permission to change his accounting methods, 
as from cash to accrual basis or from installment to accrual 
basis, was required by the Commissioner to make certain 
transitional adjustments in the year of change to prevent a-
ny income from being taxed twice or from escaping tax alto-
gether and also to insure that no item was deducted more 
than once. However, numerous court decisions denied to the 
Commissioner the right to make such adjustments to taxpayers' 
income when the change was made at the insistence of the In-
ternal Revenue Service. Section 481 of the 1954 Code over-
rules these court decisions and provides that for taxable 
years begiP~ing after December 31, 1953 a transitional ad-
justment will be required whenever a taxpayer changes his 
method of accounting, either voluntarily or involuntarily. 
This adjustment will take into account such items as inven-
tories, receivables, and payables, but will not be limited 
to those categories·. However, no part of the adjustment may 
be based upon items which, under the proper accounting me-
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thod, were, or should have been, taken into account as in-
come-producing factors in years to which the 1954 Code does 
not apply·. The purpose of this limitation is to prevent the 
new law from being retroactive in any way and to prevent 
the Commissioner from making adjustments for errors which 
occurred in years prior to 1954, when he had no statutory 
authority to do so. 
Such transitional adjustments may very well have 
the effect of bunching income in the year of change. For 
example, in a switch from the installment to the accrual 
basis, all the deferred gross profit element in the begin-
ning Installment Accounts Receivable must be reported as 
income in the year of change regardless of when the accounts 
are realized in cash. Section 481 therefore provides that 
where the adjustments increase taxable income for the year 
of change by more than $3,000 and where the old accounting 
method was used in the two preceding taxable years, the tax 
on the adjustment 'till be no more than it v1ould have been 
if the adjustment had been included ratably in the taxable 
year of change and in the t-vro preceding taxable years. As-
suming that the same t'vo conditions have been met, a fur;.. 
ther limit to the tax on the adjustment exists when the tax-
payer is able to reconstruct his income on the new basis for 
one or more tax years consecutively preceding the year of 
change. If his records are such as to permit a reconstruc-
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tion of income, the tax in the changeover year ''~ill be equal 
to the sum of the net increase or decrease in taxes for the 
years prior to the transitional year plus the tax of the 
changeover year including that portion of the adjustment not 
included in prior years' reconstructed income. Under this 
meth od the adjustment may therefore be apportioned over more 
than three years, provided the taxpayer can produce records 
to substantiate his allocation of the adjustments. 
B. Illustration Showing Tax Consequences of Change from 
Cash to Accrual Basis 
An illustration will perhaps serve to clarify the 
bewildering complexity of the new law. John Thompson, the 
proprietor of a medium-sized, unincorporated grocery store, 
files his tax return for the year 1955 on the cash basis, 
including all gross income actually received and deducting 
only amounts actually paid out. Thompson is a widower under 
65 with no dependents and therefore has only one exemption. 
His only income is from the business. Following is a summary 
of his 1955 tax return: 
Total receipts from business 
Cost of Goods Sold: 
Mdse. bought for sale 
Labor 
Materials and supplies 
$32,300 
3,500 
1,200 
Gross Income from business 
Other Business Deductions 
(Salaries, Taxes, Interest, 
Rent, Depreciation, Repairs) 
Net Income from Business 
$67,500 
37,000 
$ 30,500 
22,500 
$ 8 ,000 
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Net Income from Business 
(carried forward) 
Standard Deduction 
Personal Exemption 
Taxable Income 
$800 
600 
$8,000 
1,400 
$6,6oo 
A revenue agent making a routine investigation in 
the summer of 1956 finds that Thompson has a substantial a-
mount of charge sales and merchandise purchases on account 
and that inventories are a material factor in his business~ 
Accordingly, Thompson is required to change his accounting 
methods from the cash to the accrual basis and to file an a-
mended return for 1955 on the accrual basis. From Thompson's 
records the following computations are made to arrive at fi-
gures for the amended return: 
Sales 
Cash receipts from sales in 1955 
Add: Accounts Receivable 12/31/55 
1955 AccoUl~ts Placed in 
Uncollectible File 
$67,500 
$5,100 
350 5,450 
Total 
Less: Accounts Receivable 12/31/54 
Sales on Accrual Basis 
Merchandise Purchases 
Cash Payments to Mdse. Creditors in 1955 
Add Unpaid Bills and Notes 12/31/55 
Total 
Less Unpaid Bills and Notes 12/31/54 
Purchases on Accrual Basis 
$72,950 
4,850 
$68,100 
~J 32,300 
3,825 
*36,125 
4,750 
$31.375 
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Other Business Deductions 
On cash basis 
Add: Prepaid Taxes 12/31/54 
Bad Debts Written Off 
Accrued Rent 12/31/55 
Total 
Deduct: Prepaid Taxes 12/31/55 
Accrued Rent 12/31/54 · 
Business Expenses on Accrual Basis 
$425 
350 
200 
$22,500 
975 $23,475 
705 
~ 22, 770 
Inventories at the beginning and end of 1955 were 
approximated by Mr. Thompson. He generally has on hand stock 
valued at $8,000, but had about $1,500 more than that on hand 
at the end of 1955 because of a large shipment received just 
prior to the close of the year. The amended return for 1955 
would appear as follows: 
Sales 
Cost of Goods Sold: 
Inventory 1/1/55 
Purchases 
Labor 
Materials and Supplies 
Total 
Inventory 12/31/55 
Gross Profit 
Other Business Deductions 
Net Income 
Standard Deduction 
Personal Exemption 
Taxable Income 
$ 8, 000 
11.:,37~ 
3,500 
1,200 
$44,075 
9,500 
$ 1,000 
600 
$68,100 
34,575 
$33,525 
22,770 
·~ ~p 10, 755 
1,600 
$ 9,155 
The beginning inventory of $8,000 consisted of mer-
chandise costing $1,000 purchased in 1947 and $7,000 merchan-
dise purchased in 1954. Therefore an adjustment must be made 
to increase the net profit by $7,000 since that amount was 
previously taken as a deduction on the 1954 tax return. No 
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adjustment may be made for the $1,000 applicable to 1953 
since that amount should properly have been taken into ac-
count in a year to which the 1954 Code does not apply·. 
An adjustment must also be made for the begin-
ning accounts receivable of $4,850 so that the sales repre-
sented by that amoQ~t will not escape taxation. Likewise 
the beginning prepaid taxes of $425 must be added to the net 
income to prevent this amount from being twice deducted, 
while the beginning merchandise accounts payable and ac-
crued taxes must be subtracted from the net profit so as to 
insure that these items will be deducted at least once. 
The required adjustment to net income is therefore 
figured as follows: 
Inventory 1/1/55 (of goods purchased $7,000 
after 12/31/53) 
Accounts Receivable 1/1/55 4,850 
Prepaid Taxes 1/1/55 425 
Total $12,275 
Less: Accounts Payable 1/1/55 $4,750 
Accrued Rent 1/1/55 250 5,000 
Adjustment (addition to net income) fJ~ 7, 275 
This adjustment will increase Thompson's taxable income from 
$9,155 to $16,430. Inasmuch as Thompson had used the cash 
basis for at least two years and since the adjustment in-
creased taxable income of the transitional year by more than 
$3,000, Thompson may add one-third of the above adjustment 
($2,425) to the taxable income of the changeover year (1955) 
and of each of the two preceding taxable years (1953 and 
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1954) and pay an additional tax on 1955 income equal· to the 
sum of the increases in the three years' taxes attributable 
to both the change to the accrual method and to the inclu~ 
sion of the required adjustment. This spreading of the ad-
justment over the three year period should result in a bet-
ter equalization of taxable income and the avoidance of the 
higher surtax rates in any one year. 
Thompson might also reconstruct the income of the 
immediately preceding years on the accrual basis, if his re-
cords were adequate, and pay as an additional tax on 1955 in-
come the difference between the taxes figured on the accrual 
basis and the taxes previously computed and paid on the cash 
basis. He would, of course, select whichever meth od would re-
sult in paying the least additional tax. 
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VII. CONCLUSION 
The subject of tax saving and tax minimization is 
an intriguing one in this day and age, when personal income 
tax rates rise to a ninety-one per-cent level on incomes of 
over $ 200,000 and when the corporate tax rate on all profits 
over ~~ 25,000 stands at fifty-two per-cent. Individual and 
corporate taxpayers can hardly be blamed if they attempt to 
avoid paying any more taxes than the lai'T absolutely requires 
them to pa.y". Certainly there are no grounds for reproaching 
any taxpayer who takes the fullest advantage of all the re-
lief provisions and legitimate tax savings devices which are 
available to him·. It may sometimes happen that loopholes in 
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the law '·Till confer tax benefits upon those not really enti-
tled to them, but the remedy for such lacunae is not the abo-
lition of relief but rather improved drafting of the laws~ A 
study published by the Harvard Graduate School of Business 
Administration in 1953 revealed how substantial are the sa-
vings made possible by careful tax planning·. It was e s timated 
that individuals having an income of one million dollars in 
1946, although subject to a nominal overall tax rate of 84%;• 
actua.lly paid taxes '\'Thich amounted to only about thirty per-
* cent of their income. 
~~ 14; p. 210, quoting from J. K. Butters, L. E. Thompson, and 
L. L. Bollinger, ,Effects of Taxation: Investments~ Indi-
viduals (Harvard University, Graduate School of Business 
Administration, Cambridge, 1953), p. 86. 
For certain classes of taxpayers the methods of in-
come averaging and income-reporting discussed in this thesis 
are of great importance as tax savings possibilities. A law-
yer who ,.;as uninformed about the special method of taxing 
long-term compensation would very likely during the course of 
his career miss many opportunities to reduce his federal in~ 
come tax bills. A small retail furniture dealer unEn"lare of 
the installment method of reporting income might find himself 
faced on the one hand vti th very little cash and on the other 
hand with a very embarrassing schedule of tax payments. The 
a lternative methods of tax computation were authorized be~ 
cause Congress believed that taxing long-term compensation 
and profits on installment sales in the same way as other or-
dinary income would be inequitable and discriminatory. To 
mention only a few classes of taxpayers, an attorney, execu-
tor, trustee, broker, installment seller, or real estate o-
perator who fails, either through ignorance, laziness, or 
inertia, to ascertain whether he would benef it by the sta-
tutes especially designed for him shows poor business judg~ 
ment. On the other hand, as was frequently emphasized in 
these pages, one should not casually assume that he will in-
variably profit from the use of so-called "relief measures" 
for vThich he qualifies. Sometimes, for instance, an attorney 
mi&Lt better equalize his income over a period of years by 
not spreading back his long-term compensation to the years 
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when it was earned. As in so many areas of human activity, 
discretion is important in tax matters·. 
The 1954 Tax Code exhibits a tendency to extend 
the benefits of income-averaging to situations where it pre-
viously had no application (cf. Sec ·. 72(e) and Sec. 481). 
This is a salutary trend. Certainly people in the lower-in-
come brackets would benefit if they were allowed to carry 
fo~iard to years of larger earnings the unused tax exemp~ 
tiona of years when their taxable income was less than their 
exemptions. Individuals whose years of high earning power 
are short or scattered, such as professional athletes, ac-
tors, and farmers, pay far larger federal income taxes under 
the present tax structure than do other individuals having 
the same aggregate ear-nings evenly spaced over a lifetime·. 
A committee of the American Bar Association is currently en-
gaged (May, 1955) in devising a feasible plan whereby any in-
dividual at his option might choose to pay a tax on his ave-
* rage income over a term of years. The plan under discussion 
would permit a maximum of five averaging periods, the first 
to end when a man became age 22, the second at 32, a third at 
56, a fourth at 65, and the last at death. Such a system of 
income averaging should not be too difficult to administer; 
and it '\iould put an end to the discriminatory taxation of in-
dividuals \'lith highly irregular income. As long ago as 1947 
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a plan of income-averaging was urged by the United States 
Chamber of Commerce, the American Federation of Labor, and 
Actors Equity·. 
The plan has the further advantage that there 
would no longer be any great incentive for taxpayers to try 
to shift taxable income and deductions from one year to an-
other, inasmuch as total taxes over a ten-year period vTould 
be exactly the same whether all the income was received in 
one year or was spread evenly over the ten years. At the 
present time certain groups, such as investors and profes-
sional people, can often shift income and deductions so as 
to minimize tax liabilities, and by so timing their trans-
actions these taxpayers have an advantage over other tax-
payers who cannot control the receipt of their income or 
the payment of deductible items. For reasons of equity and 
of distributive justice many tax authorities '\'lould agree 
that "the possibilities of income-averaging over a period 
-)to 
of several years deserve legislative exploration·. 11 
It may very well be that within the near future 
Congress will authorize a system of income-spreading which 
will grant to millions of taxpayers benefits now available 
to only a small number of specially circumstanced individu-
als. A system of income-averaging would be a revolutionary 
development in the history of the personal income tax, but 
-:<- 14, p. 296. 
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a development nevertheless which would be fully in accord 
with those principles of justice and fairness upon which 
the tax structure of a democratic society must be based~ 
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APPENDIX 
SOURCES OF FEDERAL INCOME TAX I NFORMATION 
One who engages in research on topics related to 
the federal income tax laws, either as a student or as a 
practitioner, must have constant recourse to the following 
sources of tax law: 
1. the Internal Revenue Code, first consolida-
ted and codified in 1939 and completely 
overhauled in 1954. This is the statutory 
law as passed by Congress and signed into 
law by the President. Reference is most 
commonly made to Sections of the Code, as, 
for example, Section 453 relating to in-
stallment sales and Section 1301 relating 
to the tax on long-term compensation. 
2. the Regulations (including instructions on 
tax ~eturns) prepared and issued by the 
Treasury Department. These represent offi-
cial explanations and interpretations of 
the Code. The official citation number of 
the latest complete set of income tax regu-
lations is "118". The prefix number for 
each of its sections is "39". The Regula-
tions are generally referred to by Sections. 
The numbering of these, always preceded by 
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the identifying prefix number of the Regula-
tions issue, is usually identical with the 
numbering of the corresponding Sections of 
the Code. 
3. Administrative rulings of the Treasury De-
partment and the Internal Revenue Service. 
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Of these there are at present three princi-
pal types: Treasury Decisions, considered by 
the Treasury Department to be binding as pre-
cedents; Revenue Rulings, constructions placed 
upon the Code and Regulations in particular 
cases by Revenue agents; and Letter Rulings 
of the Treasury Department concerning some 
doubtful point of tax law. These rulings are 
all assembled in Cumulative Bulletins, which 
are published twice yearly. 
4. Court decisions. The Tax Court (formerly the 
Board of Tax Appeals), the Court of Claims, 
and the District Court all have original ju-
risdiction in tax cases, while the United 
States Circuit Courts of Appeal and the Uni-
ted States Supreme Court (upon a writ of cer-
tiorari) have appellate jurisdiction in tax 
matters. The Commissioner of Internal Revenue 
is bound only by Supreme Court decisions and 
may choose either to acquiesce or not to ac-
quiesce to decisions of lower courts, inclu-
ding the Circuit Courts of Appeal. 
In addition to the four above-mentioned sources the 
published reports on various Revenue Acts of the House Ways 
and Means Committee, the Senate Finance Committee, and any 
Conference Committee are often revealing as to the intent of 
the original framers of the law. 
On almost any tax point it is very important that 
all these sources be inves tigated so that one will be sure of 
having the most correct and up-to-date information. Such re-
search '\lrould be an almost overwhelming task were it not for 
the Federal Tax Services, which bring together in workable 
form all the data pertaining to each Section of the Code. 
There are two of these services - the Prentice-Hall Complete 
Federa l Tax Service, contained in seven looseleaf binders, 
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and the Commerce Clearing House Standard Federal Tax Reporter, 
in eight volumes for t he year 1955. Both Prentice-Hall and 
Commerce Clearing House also publish each year condensed, one-
volume, loose-leaf tax services (Prentice-Hall Federal Tax Ser-
vice and Commerce Clearing House Federal Tax Guide). These va-
rious services, in addition to providing tax savings techniques 
and valuable editorial comment on t h e law, contain the Internal 
Revenue Code, the Regulations, rulings, and decisions, on all 
phases of Federa l tax law - individual, corporate, estate, gift, 
-excise, miscellaneous, etc. A listing of the contents of 
each of the eight volumes of the Commerce Clearing House 
Standard Federal Tax Reporter 1222 illustrates the basic 
framework of this Service: 
Code Volume - 1954 Internal Revenue Code and Related 
Statutes 
'55 Volume 1 - Income Tax, 1954 Code, Sec. 1-166 
'55 Volume 2 - Income Tax, 1954 Code, Sec. 167-501 
'55 Volume 3 - Income Tax, 1954 Code, Sec. 502-1091 
'55 Volume 4 - Income Tax, 1954 Code, Sec. 1201-1552 
and Administrative 
6001 - 8023. 
Provisions, Sec. 
'55 Volume 5 - "Current" Volume - 1955 New Matters 
'55 Index - Compilations Index, Citator Tables and 
Lists 
Supplemental Volume - Excise Taxes; Withl~olding; In-
ternal Revenue Procedures 
The arrangement of the Service is according to Code Sections. 
After each Section of the Code there appear the related Con-
gressional Committee Reports, the related Regulations as is-. 
sued by the Treasury Department, Commerce Clearing House ex-
planations, and finally annotations arranged by topic, con-
sisting of court decisions and administrative rulings. 
In addition to the Tax Services both companies com-
pile and publish summaries of fact and texts of decisions in 
all Federal tax cases. The Government also publishes decisions 
of some Federal tax cases, as does the West Publish ing Company, 
a court reporting service. A listing of the various court re-
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ports cited in this thesis, together with the abbreviation 
and a brief description of each, follows: 
United States Tax Cases (USTC) - the full texts of all 
court decisions in all cases pertaining to fede-
ral taxation, published twice yearly by Commerce 
Clearing House 
Tax Court Regular Decisions, compiled and published 
yearly by Commerce Clearing House. The decisions 
are listed numerically and are cited, for exam-
ple, CCH Dec. 12,675. 
Tax Court Memorandum Decisions, an annual report by 
Commerce Clearing House of all memorandum deci-
sions of the U. S. Tax Court. Cited, e.g., OCR 
Dec. 15,875M 
U. ~. Board of Tax Appeals Reports, cited, e.g., 1 
BTA 495, published by the Government Printing 
Office 
U. §. Tax Court Reports, cited, e.g., 5 TO 505, also 
published by the Government Printing Office 
American Federal Tax Reports (AFTR) - a reprint of 
all Federal tax cases decided by the courts, pub-
lished by Prentice-Hall, Inc. 
Federal Reporter (Fed.) - a reprint of the early deci-
sions of the Federal courts, published by West 
Publishing Co. 
Federal Reporter, second series (F. 2d.) - a reprint 
of the later decisions of the U. s. Court of Ap-
peals, published by West Publishing Co. 
Federal Supplement (F. Supp.) - a reprint of the later 
decisions of the u. S. District Courts, published 
by West Publishing Co. 
Supreme Court Reporter (S Ct) - West Publishing Co. e-
dition of United States Supreme Court reports 
United States Supreme Court Reports (US) - the official 
reprint of the decisions of the U. s. Supreme 
Court published by Government Printing Office 
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